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THE CBO BUDGET AND ECONOMIC OUTLOOK 


THURSDAY, FEBRUARY 2, 2006 

U.S. Senate, 

Committee on the Budget, 

Washington, DC. 

The committee met, pursuant to notice, at 10:03 a.m., in room 
SD-608, Dirksen Senate Office Building, Hon. Judd Gregg, chair- 
man of the committee, presiding. 

Present: Senators Gregg, Allard, Crapo, Alexander, Conrad, 
Stabenow, and Menendez. 

Staff present: Scott B. Gudes, Majority Staff Director and Jim 
Hearn, director for federal programs and budget process. 

Mary Ann Naylor, Staff Director and John Righter, deputy staff 
director & commerce and housing credit. 

OPENING STATEMENT CHAIRMAN JUDD GREGG 

Chairman Gregg. Let me begin the hearing. 

We appreciate today having the opportunity to hear from Don 
Marron, who is the acting head of CBO. This is an opportunity to 
get CBO’s estimate relative to the baseline, which is important. It 
is a technical concept, the baseline, but it substantively drives ev- 
erything that we do around here. So this hearing is important on 
where we are going as a Government and how we are going to be 
able to approach the budgeting process in this coming year, be- 
cause what CBO says, it is the memo that controls the meeting, as 
Henry Kissinger was fond of saying. 

So we look forward to hearing from Mr. Marron, who is doing an 
exemplary job, an excellent job. We appreciate his being thrown 
into the breach here and taking over so well. 

On other topics or the general topic of what is happening relative 
to the budget, I want to congratulate the House of Representatives 
for passing the reconciliation bill last night. It was a close vote, as 
it was here in the Senate, a tie vote in the Senate with the Vice 
President casting the vote that caused it to go over the top. 

This bill is the first time in 8 years that we have begun under- 
taking the process of addressing entitlement spending. Anybody 
who looks at the Federal budget t^hese days, if they are honest, has 
to admit that the issue is entitlement spending. As Willie Sutton 
said, when they asked him why he robbed banks, he said, “That 
is where the money is.” Well, the money in the Federal Govern- 
ment is in the entitlement accounts. They have grown to about 60 
percent of our spending, and the failure of the Congress to dis- 
cipline those accounts and to put in place responsible policies in 
those areas has caused those accounts to continue to grow at a 

( 1 ) 
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rapid pace. But, more importantly, with the looming issues of the 
baby-boom generation retiring, the demand on the Federal Govern- 
ment and, therefore, on the taxpayers of this country, who will be 
the baby boomers children and grandchildren, will be extraor- 
dinary. 

We have talked about this a lot, but approximately in the year 
2035, three accounts — Social Security, Medicaid, and Medicare — 
will essentially absorb all the revenues of the Federal Government, 
assuming that the Federal Government stays at the historical level 
of revenues. And the practical implications of that are that there 
isn’t going to be any money for anything else — national defense, 
education, environmental protection, or just general entitlement ac- 
tivity. 

So we have an obligation as a Government and as policymakers, 
but more importantly as baby boomers, to address this issue. We 
have no right as one generation to pass on to the next generation 
the problems which are going to confront it if we do not address 
the issue of entitlement reform, specifically in the areas of health 
care and pensions. 

And so I was also appreciative of the President raising the visi- 
bility on this issue by talking about it in terms of the baby-boomer 
responsibility in the State of the Union, and hopefully we can pro- 
ceed from that point and actually get something constructive going 
here. It cannot be done unless it is done in a bipartisan manner. 
I know that the Senator from North Dakota is very interested in 
this issue, very concerned about this issue. We have different ap- 
proaches, obviously, but that doesn’t mean we shouldn’t be able to 
sit down and try to work something out. And that is what I hope 
we can do, or at least begin the process of doing, and at least the 
reconciliation bill did show that we can put our toe in this water — 
and it was just our toe in the area of Medicaid — and try to do 
something constructive. 

So we look forward to hearing from you and getting your 
thoughts on what the baseline looks like. I have many questions 
about how we structure this baseline, but I do not want to absorb 
all the discussion here. And I will yield to the Senator from North 
Dakota for his thoughts, and then we would like to hear from you, 
Mr. Marron. 

OPENING STATEMENT OF RA NK ING MEMBER KENT CONRAD 

Senator Conrad. Thank you, Mr. Chairman. Thank you again for 
your courtesy in discussing the agenda of the committee for the 
year and the many courtesies extended by you and your staff to me 
and my staff. We continue to appreciate the extraordinary profes- 
sionalism that you bring to this task and that your staff does as 
well. 

Chairman Gregg. Thank you, and the feeling is mutual obvi- 
ously. 

Senator Conrad. And welcome to Mr. Marron. I think this is the 
first time you have had an opportunity to present before the com- 
mittee, and we welcome you and look forward to a good working 
relationship with you as well. We had a very good meeting the 
other day in my office talking about some of these same concerns 
that the chairman has raised. 
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Obviously, we do have a different perspective. My great concern 
is the explosion of deficits and debt. That is a combination of 
spending and revenue, and I believe we are going to have to work 
on both sides of the equation in order to achieve a result. And 
hopefully somewhere there is a principled compromise on which 
both sides could agree to avert this explosion of debt. 

Let me just go through 

Chairman Gregg. Would you just yield for a second? 

Senator Conrad. Yes, I would be happy to. 

Chairman Gregg. I failed to recognize Senator Menendez, who 
has joined us and is part of the committee now, and we very much 
appreciate his choosing the Budget Committee to serve on. It is a 
place where you get a lot of arrows and very few kudos, and we 
thank you for being willing to take some arrows. 

[Laughter.] 

Senator Conrad. If I could, Mr. Chairman, extend my welcome 
as well. I was going to wait until we introduced Mr. Menendez to 
the committee, but this is an appropriate time to welcome him to 
the Senate Budget Committee. He comes from a distinguished ca- 
reer in the House of Representatives. This is a challenging post, 
and Senator Menendez and I have already talked about the work 
that we will have this year and on into the future. 

Let me just try to outline what I see as the significant concerns 
we face. This is the history over the last 5 years of what has hap- 
pened to the budget deficit, and these are the largest budget defi- 
cits in dollar terms we have ever experienced. Last year, there was 
a bit of improvement, but then the outlook for this year, especially 
when you add back omitted costs, looks like we are headed back 
in the wrong direction. 



Dramatic Deterioration 
in Budget Picture 


(Deficit in billions of $) 



2001 2002 2003 2004 2005 2006 


Source: CBO and SBC Democratic staff 
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Let’s go to the next slide, if we could. 

My greatest concern is that the growth of the debt is far greater 
than the deficits, and I find people are confused by this. I go 
around my State, and people assume — many people assume that 
the amount of the deficit is the amount by which the debt in- 
creases. And, of course, Mr. Marron, you know that is not the case. 
We are projecting now a deficit for 2006 of $364 billion, but we now 
estimate the debt will increase by $637 billion. Of course, the big- 
gest difference between the two is Social Security money that is in 
surplus at the moment, but which will be all needed for the future, 
which is being used to pay for other things. 
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Let’s go to the next slide. 

This is a slide that I wish we could just imprint on members of 
the committee and our colleagues in the Congress, because this 
goes back to 1980 and it shows the relationship between spending 
and revenue. The red line is the spending line. The green line is 
the revenue line. And you can see back in the 1980’s we were 
spending about 22 percent, some years even more than that, of 
gross domestic product in the Federal Government. During the 
1990’s, each and every year the spending came down as a share of 
gross domestic product. Now since the Bush administration came 
in, we have had a substantial move up. But I think it is important 
for people to know that roughly 90 percent of the increase in dis- 
cretionary spending is defense, homeland security, and rebuilding 
New York — spending priorities we all agreed were necessary. 

But look what happened to the revenue side of the equation. Rev- 
enue, when the President came in, was at a record high. He was 
quite correct in pointing out at the time that revenue was at a 
record high in terms of a share of our national income. But look 
at what has happened since. The revenue side of the equation fell 
dramatically. 

Some of our friends will say, well, when you cut taxes, you get 
more revenue. We cut taxes in a major way three times, and rev- 
enue kept falling. Now we have had an uptick, but we are still well 
short of where we were in the 1980’s and 1990’s, and the difference 
between what CBO and 0MB are projecting in terms of spending 
and what they are projecting in terms of spending and revenue is 
this gap. And it is a big gap. And it is a gap that is occurring in 
many ways at the worst possible time — before the baby boomers re- 
tire. 
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Let’s go to the next slide. 

There have been so many assertions that if you cut taxes you get 
more revenue. Let’s just have a historical review here. The Federal 
Government in 2000 received $2 trillion in revenue, just a little 
over $2 trillion; 2001, right at $2 trillion. At that point we enacted 
substantial tax reductions. The next year, revenue fell to $1.85 tril- 
lion. We enacted more tax cuts. The next year revenue fell to $1.78 
trillion. In 2004, we had a bit of an uptick but still well short of 
where we were back in 2001. In 2005, a healthy increase, only now 
getting back to where we were in revenue way back in 2000. 
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Let’s go to the next slide. 

As we look at the CBO numbers, it is very important for people 
listening to understand the Congressional Budget Office is only 
able to tell us what they project deficits to be absent policy 
changes. But we know that policy changes are being recommended. 
For example, the President is saying make the tax cuts permanent. 
That costs $2 trillion. Alternative minimum tax reform, the old mil- 
lionaires’ tax — it is now becoming a middle-class tax trap — costs 
$864 billion to fix. These are all over 10 years. The President’s de- 
fense buildup costs about $300 billion; the funding for ongoing war 
costs, almost $400 billion. 

Then we adjust for things that are one-time that should be re- 
moved. For example, we have taken out the effect of supplementals 
because we hope — we hope — those are one-time events. That takes 
out $827 billion, and the reconciliation conference report just 
passed in the House and previously passed in the Senate, that 
should save over 10 years $105 billion. If you add the debt service 
that occurs as a result of these additions, you have $3 trillion of 
added debt. 



CBO’s Ten-Year Baseline 
Estimate Understates Deficit 


Adjustments: 

• Cost of Making Tax Cuts Permanent $2.0 T 

• AMT Reform $864 B 

• Bush Defense Buildup $296 B 

• Funding for Ongoing War Costs $387 B 

• Remove Extension of 2006 Supplementals -$827 B 

• Spending Reconciliation Conference Report -$105 B 

• Debt Service $481 B 

Total $3.1 T 

Note: Unified deficit 

Source: CBO and SBC Democratic staff 
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That is where we are headed with the policy changes that have 
been proposed. That gives us a very different long-term budget out- 
look than what the President is talking about. The President is 
talking about cutting the deficit in half, but he only gets there by 
leaving out things. When we add them back, here is what we see 
as the deficit outlook. And, of course, the President only has a 5- 
year budget horizon. The cost of his tax cuts absolutely explodes 
right beyond the 5-year budget horizon. 



Long-Term Budget Outlook 


($ in billions) 



1998 2001 2004 2007 2010 2013 2016 


Source: CBO and SBC Democratic staff 

Note: CBO January 2006 estimate with tax cuts made permanent, AIVIT 
reform, ongoing war costs, Bush defense buildup, spending reconciliation 
conference report, and without extension of 2006 supplementals. 


1 / 26/06 
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Let’s go to the next one. 

The President has said, back in 2001, “My budget pays down a 
record amount of debt. We will pay off $2 trillion. That will be the 
largest debt reduction of any country ever.” 

Then he made a statement that I strongly agree with: “Future 
generations shouldn’t be forced to pay back money that we have 
borrowed. We owe this kind of responsibility to our children and 
grandchildren.” That is what the President said. 



Bush Administration on Importance 
of Paying Down Debt 


“...(M)y budget pays down a record amount 
of national debt. We will pay off $2 trillion of 
debt over the next decade. That will be the 
largest debt reduction of any country, ever. 
Future generations shouldn't be forced to 
pay back money that we have borrowed. We 
owe this kind of responsibility to our children 
and grandchildren.” 


-President George W. Bush 
Radio Address 
March 3, 2001 
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Here is what is happening. When he made that statement, the 
debt of the country was $3 trillion less than it is now. It was below 
the bottom of this chart. Just in these 5 years, the debt has gone 
up by $3 trillion to $8.5 trillion, and every year of this budget pro- 
posal that has just been heralded here by my colleague, the debt 
is going to increase by $600 or $700 billion each and every year. 
This is before the baby boomers retire. 



Building a Wail of Debt 

Gross Federal Debt Soars 

{$ in trillions) 


$12.0 T 

$ii.2T m 


$11 




$9 


$8.5 T 


2006 2007 2008 2009 2010 2011 

Source: CBO and SBC Democratic staff 

Note: CBO January 2006 estimate with tax cuts made permanent, AMT reform, 
ongoing war costs, Bush defense buildup, spending reconciliation conference 
report, and without extension of 2006 supplementals. 








19 


This to me is utterly unsustainable, and it does require our 
prompt action. I agree absolutely with the Senator: Entitlements 
on the spending side are the big enchilada. That is where the 
money is. But I think, in fairness and in truth, we are also going 
to have to deal with the revenue side of this equation. And lest 
somebody conclude that my first reaction is to increase taxes, let 
me assure my colleagues that is not my first reaction. My first re- 
action is to attack aggressively the tax gap, the difference between 
what is owed and what is being paid. That difference, the Revenue 
Service tells us, is over $300 Mllion a year. We have to do better 
than that. 

I thank the chairman for his patience, and I thank the witness 
for his presence. 

Chairman Gregg. Thank you. Senator. 

We would now like to hear from Mr. Marron. 

STATEMENT OF DONALD B. MARRON, ACTING DIRECTOR, 
CONGRESSIONAL BUDGET OFFICE 

Mr. Marron. Outstanding. Thank you. Is this on? 

Chairman Gregg. If the red light is on, it is. 

Mr. Marron. Excellent. Thank you. Chairman Gregg, Senator 
Conrad, members of the committee. It is a pleasure and exciting to 
be here today for my first appearance. 

Let me just say in my first month or so of being Acting Director, 
I haveten to work closely with your staffs and gotten to meet both 
of you and felt it has been very productive and look forward to con- 
tinuing that. 

Both of you obviously are already familiar with our outlook, 
which we released last week, so I will try to keep my remarks short 
here. 

The key points that we have are: 

The deficit projection for 2006 increased a little bit from where 
we were last August. Most of that is due to Katrina, not a surprise. 

Some small improvements in the later years of our projection pe- 
riod, revenues slightly higher than we predicted previously, spend- 
ing slightly lower. But I would characterize those changes as rel- 
atively small, and I would characterize the budget outlook as being 
roughly the same as what we reported last August. 

On the economic front, basically a solid economy for a variety of 
reasons. The economy has momentum and we expect solid growth 
this year, expect that to continue. 

And then a point that I want to emphasize and that reinforces 
some of the opening remarks of the members is that you can see 
in our projection the beginning of the challenges that are going to 
be posed by Social Security, Medicare, and Medicaid. And so it is 
in there. It is within the 10-year budget window that we are look- 
ing at. 

Turning to some details, as mentioned, our official budget projec- 
tion of the deficit for 2006 in the Outlook is $337 billion. We are 
not in the business of projecting what legislation might pass, and 
so as a result, we did not include the reconciliation bill in that 
number. If you include the reconciliation bill, that projection would 
become something in the neighborhood of $332 billion. That is up 
slightly from last year, but basically in the same ballpark relative 



20 


to the overall size of the economy, 2.5 percent of GDP this year 
versus 2.6 percent last year. 

Again, we are in the business of projecting assuming current law, 
current policies. We cannot make predictions about what happens 
in the future. There are a few spending pressures that we see that 
are already sort of built in to what is going to happen: some addi- 
tional spending on operations in Iraq and Afghanistan, and some 
spending that is likely to be necessary very soon on flood insur- 
ance. If you take those and add them in, for 2006 we would be look- 
ing for a deficit that is somewhere in the $355 billion range. 

If you could put up the first chart, please? 

Looking out over the rest of our projection — and the members 
have these charts in front of them as well — it is basically a race 
between the red line and the blue line as you look at the right side 
of this chart. Let me start with the red line, which is spending. It 
has a variety of components — mandatory and discretionary pri- 
marily, along with interest — and the key thing to know is that, as 
CBO constructs its baseline, we are required to do so under certain 
rules. 
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For mandatory programs, we basically take the mandatory pro- 
grams as they are structured and assume that they continue re- 
gardless of whether or not they are scheduled to expire over this 
period. Over this period, the drivers of spending on mandatory in- 
clude growth in the caseloads for those programs, particularly driv- 
en by the baby-boom generation, and for the health care-related 
ones, there is the increasing expectation that health care will con- 
tinue to cost — the costs of health care will continue to rise more 
rapidly than the economy. Those two factors together cause manda- 
tory spending to grow relative to GDP over our projection period. 

Now, you don’t see that in our red line because of the way that 
we are required to structure our projection of discretionary spend- 
ing. For discretionary spending, in essence what we do is take the 
budget authority that has been approved for fiscal year 2006, and 
we project it out into the future using our economic forecast of in- 
flation rates. As you all know, in recent years discretionary spend- 
ing has tended to grow much more rapidly than inflation alone, but 
for purposes of constructing this baseline, those are the rules that 
we have to follow. And what you see with the red line, where 
spending relative to GDP appears to go down over the projection 
period, that is in essence the story of the construction that we are 
doing for discretionary spending more than offsetting the under- 
lying growth in the mandatory spending that we see going on in 
parallel. 

On the revenue side, the key thing I would point out is that 
given our current tax system, the natural state of affairs is for rev- 
enues to grow slightly faster than the economy. That is because of 
the structure of the regular tax system, because of the structure of 
the AMT, and also because increasingly with the baby-boom gen- 
eration coming upon us, we are going to see some withdrawals 
from 401(k)’s and tax-deferred accounts that are going to provide 
some boost to revenues. 

So the natural tendency of revenues is to grow faster than the 
economy, but the big enchilada, which you can see in our forecast 
when we get out to 2011, is that under the rules under which we 
construct our baseline, we assume that the various tax provisions 
expire, and as a result, revenues increase dramatically in 2011 and 
2012. And that essentially explains why the blue line of revenues 
rises up and gets slightly above the red line of outlays. 

Let me turn just to the economic outlook quickly. Again, we see 
a solid economy with momentum. There are reasons to believe that 
business investment needs to continue to be strong and will be 
strong this year and next year. Basically that is a story where the 
demand for products, the growth of demand for products in recent 
years has grown faster than the investment that businesses have 
been doing and that, therefore, in essence businesses have to do 
some additional extra investment to catch up. 

Rising wealth and rising incomes are helping to support spend- 
ing by consumers, and there are some reasons to believe also that 
our situation on the trade front should improve somewhat. The dol- 
lar declined substantially from 2002 through 2004, went up a little 
bit last year, but there is still basically some pent-up decline in the 
dollar that needs to flow through and is expected to flow through 
into somewhat better performance on the international side. You 
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take all those together and our expectation is for solid growth, 3.6 
percent real GDP growth this year, 3.4 percent next year. 

People worry a lot about housing. In our projection, we expect 
that the housing sector will indeed cool somewhat this year and 
next year. So we see housing investment lower this year than last, 
and we see it lower in 2007 than in 2006. So that degree of cooling 
is built into our projection. 

Then, again, in thinking about the longer-run challenges that we 
face on the budget front, it is important to recognize that another 
effect of the baby-boom generation aging is that the expected 
growth of the labor force, the pool of workers who produce things 
in our economy, that is expected to slow over time. And so that 
even as we see growth above 3 percent this year, next year, and 
for a few years after, in the later years of our forecasts we actually 
see economic growth slowing to about 2.6 percent. And so we are 
in a situation in which spending on mandatory programs is going 
to be rising faster and faster, and yet the size of the economy to 
support it is actually going to be growing slower and slower. 

Let me just emphasize quickly, as you all know, there are great 
uncertainties in the projections that we put together. It is ex- 
tremely difficult to forecast all of the effects that will drive budget 
outcomes. If you take our projection in the spirit in which it is in- 
tended, which is as a projection, the key uncertainties are economic 
and technical factors. In the report, we have a very nice fan chart 
which tries to illustrate what the range of uncertainties are, and 
the basic story there is if you go out 5 years, say, to 2011, in that 
year we project a small deficit under the rules under which we con- 
struct our projection, but realistically it could be several percentage 
points of GDP either way. So there is a significant amount of un- 
certainty. We do our best to resolve that and eliminate it. But the 
reality is we live in an uncertain world. 

Then, second of all, our projection is not intended in any shape, 
way, manner, or form as a forecast, but it is sometimes interpreted 
that way. The key uncertainty for anyone who wishes to take our 
projection as a forecast, as was already pointed out, is policy uncer- 
tainty. Depending on what policies are adopted by the Congress 
and the administration, the outcomes could turn out quite different 
from what we project. 

Finally, if we could just go to the second of the two charts I had? 
There it is. 

I just want to emphasize a point I made earlier, which is you can 
now see within the window — the 10-year window that we are using 
for projecting the increasing pressures that are coming from the big 
three entitlement programs. So you can see that Social Security, 
Medicare, and Medicaid combined are going to place increasing 
pressures on the budget. Over this time period, these three rise by 
about 2 percentage points of GDP, from about 8.7 percent of GDP 
this year to about 10.8 percent in 2016, the final year of our projec- 
tion. Most of this at the moment is being driven by the expectation 
that health care costs are going to continue to rise much more rap- 
idly than the economy. You can only begin to see the transition in 
demographics. As you get beyond this window, the pressures from 
those programs become increasingly larger, and as you go out sev- 
eral decades, again, under the projections we make both in this re- 
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port and in our long-term budget report, these three programs look 
to grow to be, say, 15 percent of GDP, which seems relative to 
where we have been historically something that would be 
unsustainable. 
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Spending on Social Security, Medicare, and 
Medicaid, 1990 to 2016 


Percentage of gross domestic product 
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With that, I am happy to take your questions. 

Chairman Gregg. Thank you. We appreciate that. And we espe- 
cially appreciate your explaining that your baseline really is — it 
takes into account things that probably are not going to happen. 

Mr. Marron. Yes. 

Chairman Gregg. And you are forced to do that by law. For ex- 
ample, you have to continue Katrina spending as if we are going 
to do it forever. And you have to continue the war, the Iraq 
supplementals as if they were going to go on forever. And clearly 
those two events are not. They are b^oth going to come down rather 
drastically here, as the chart that Senator Conrad held up made 
that point. 

But that is one of the things that bothers me, I guess, and the 
big area that we have this problem is in the area of how you are 
required to account for entitlements and revenues. You know, you 
have two different major rules on entitlements. If they sunset, you 
still have to consider them as going on. You have a different rule 
for discretionary, which you described. And then you have a dif- 
ferent rule for revenues. 

Shouldn’t we have homogenization here so that we have one rule 
that basically applies to all four categories so that there is consist- 
ency? In other words, if we are going to sunset revenues and we 
are going to presumably go back to the old law, then shouldn’t we 
do the same for entitlements and actually have mechanisms to cre- 
ate that and make it happen so that we have a baseline that is con- 
sistent and treats these different accounts consistently? 

Mr. Marron. Well, that is a challenging question. I think it is 
important to keep in mind that whatever rules we choose, the 
goal — I think the goal cannot be to create baseline projections that 
look like forecasts because there will be, obviously, policy changes 
in the future. 

Chairman Gregg. We want to create as much accuracy as we 
can. 

Mr. Marron. We want to create — well, accuracy and, I guess, 
usefulness to you. I mean, in part I am afraid my answer is going 
to be to put the question back on you and your colleagues about 
what is the most constructive and useful way to present these data. 
And then I would distinguish the discretionary side where it is not 
entirely obvious to me what the rules are and what the alternative 
rules are one might use to project that out into the future. We went 
through various scenarios in our book of, you know, keeping it flat 
in nominal terms or growing it at the growth rate of GDP. At the 
moment, the rules are grow at inflation. I am not exactly sure of 
the best — if there is some specific way that would guide us to 
choose which of those makes the most sense. 

As for mandatory spending versus tax revenues, that raises a 
key issue, which you raised, which is if there is any symmetry. So 
we assume that tax things that expire truly expire; whereas, man- 
datory things that expire do not expire. That is clearly an asym- 
metry. It is clearly something to think about. I guess I would put 
back on you is that constructive for the process or is that not con- 
structive. 

Chairman Gregg. Well, I appreciate that. I do not think it is 
constructive, and we will try to address it. 
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But on another issue, today on the floor we have the reconcili- 
ation tax bill. The big battle, to the extent there is a big battle, has 
been waged around the issue of extending capital gains and divi- 
dend rates for 2 years. There appears to be support — I am not nec- 
essarily one of them — for doing an AMT patch, for doing State and 
local sales tax deductibility across the board, or across the aisle. 

I guess my question to you is, if you look at State and local de- 
ductibility, which essentially gives States which have a high tax 
burden a benefit, in other words, you are saying to a State that has 
a sales tax, you go ahead and raise it because your people are going 
to be able to deduct a percentage of it, so you can raise it to the 
extent the Federal income tax basically subsidizes it; whereas. 
States that do not have a sales tax, like mine — we do not have an 
income tax — end up, therefore, paying an unfair — getting treated 
unfairly in that exercise because they have nothing to deduct be- 
cause their States are fiscally responsible and do not have those 
taxes. So you create an atmosphere where you are actually encour- 
aging tax increases in States, and most of those are large States. 
Connecticut, Massachusetts, New Jersey, New York, Illinois, Cali- 
fornia all have major sales taxes. 

If you compare that tax from an effect on the economy to capital 
gains, where basically you are saying to people you go out and you 
invest and you reinvest and you realize your gains and then you 
reinvest and you create jobs, which one generates more economic 
activity, which in turn probably generates more revenue for the 
Federal Government: cap gains or sales tax deductibility — extend- 
ing the cap gains rates or making sales tax deductible? Recognizing 
that both are essentially costing the same. 

Mr. Marron. So purely from an economic efficiency point of view 
in terms of economic activity, leaving aside any distributional con- 
siderations, reducing taxes on investment returns and on the re- 
turns to saving generally tend to be among the most pro-growth 
tax reductions that you can have. They encourage capital forma- 
tion. Capital formation leads to a larger economy, higher wages, 
and economic growth as we go over time; whereas, the deduction 
for State and local taxes has exactly the two effects that you em- 
phasized. The first is that, in essence, it reduces the cost to indi- 
vidual States to raising their taxes and, therefore, on balance en- 
courages higher taxes at the State level. And then, second, given 
the different approaches that States take in this country to how 
they structure taxation, it provides that incentive in a way that 
sort of is not equal across the States and, therefore, it creates 
some — I guess you would say economic activity as a result faces dif- 
ferent taxes at the margin across different States, which is not 
something that encourages efficiency. 

Chairman Gregg. I appreciate that answer, and I appreciate the 
forthrightness of it, and I agree with it. Basically we should not ex- 
tend the deductibility of State and local sales taxes, in my opinion, 
because it does have an adverse and disproportionate benefit to 
States that have high — an adverse impact on States with low tax 
burdens, or at least that don’t have sales tax burdens, and a dis- 
proportionately positive impact on States that have high tax bur- 
dens and have a sales tax. 
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Another issue, and I am running out of time, but the Part D pre- 
mium, the Part D drug benefit, the estimate is that it is now $45 
billion over the original estimate. Is that correct? Or do you have 
a number on that? That is the estimate we have. And shouldn’t we 
bring it back or have you assume that it is going to be brought 
back in line with the original estimate in order to properly budget 
for it? 

Mr. Marron. In our outlook we have a box that discusses Medi- 
care Part D and tries to put some of the numbers in context. I be- 
lieve the number we have at the moment is $42 billion so that our 
current estimate — and I should emphasize what that is. Our cur- 
rent estimate of the spending from Medicare on prescription drugs 
is about $42 billion higher than we estimated in our original cost 
estimate. That increase reflects essentially three things: 

Some economic changes, basically inflation was higher over re- 
cent periods than we previously thought, and that flows through 
into some of the prices; 

Second of all, we have learned some more about how the program 
is going to operate. We learned something about how the rules are 
going to be implemented. A variety of those factors lead to the 
change; 

And that is what is built into our baseline, so we have no expec- 
tation of any possible future legislative change to the program. We 
have the program that is currently written. 

Chairman Gregg. But if we were to bring it back to its original 
proposals, we would reduce the rate of growth in that program by 
about $42 billion. 

Mr. Marron. If we brought it back to the original estimates, yes. 

Chairman Gregg. Senator Conrad. 

Senator Conrad. Thank you, Mr. Chairman. 

Let me just go to a couple of questions to you because I know 
it is confusing to people out there listening, and I think it is con- 
fusing, frankly, to our own colleagues when they see CBO issue 
these estimates, because I don’t think they have it firmly in mind 
what the chairman has said. That is, you are required by law to 
use existing policy, not what the policy proposals are that we are 
facing and that are likely to be adopted, but instead, existing pol- 
icy. Isn’t that correct? 

Mr. Marron. Absolutely. 

Senator Conrad. And you are required by law to do it that way, 
aren’t you? 

Mr. Marron. Yes. 

Senator Conrad. So this is not any criticism — I want to make it 
clear — of the Congressional Budget Office. You are required to do 
it this way, and there is a good reason for that. But the problem 
is it is unlikely to match reality. 

Now, let’s talk a minute about the policy proposals that are out 
there. Let me just ask you, the President said in his State of the 
Union, “Make the tax cuts permanent.” We see the 10-year esti- 
mate of the cost of that proposal is $2 trillion of lost revenue. Do 
you agree with that? Is that roughly your understanding — 



CBO’s Ten-Year Baseline 
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• Cost of Making Tax Cuts Permanent $2.0 T 

• AMT Reform $864 B 
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Mr. Marron. Yes. 

Senator Conrad. An alternative minimum tax reform — and I 
know you say alternative minimum tax and right away people tune 
you out. But basically it is the old millionaires’ tax that, unfortu- 
nately, is rapidly becoming a middle-class tax trap. There are going 
to be 20 million people affected this year if we do not do something. 

The 10-year cost of fixing that is $864 billion. Do you agree with 
that rough estimate? 

Mr. Marron. With the caveat that I think people may disagree 
on what constitutes a fix. 

Senator Conrad. A fix. 

Mr. Marron. And so we have a specific possibility, as we illus- 
trated in our report, but obviously the actual fix, if one happens, 
may look different. 

Senator Conrad. And this estimate of what has been widely re- 
garded as a fix, that is, to freeze this so more people are not swept 
into it, rough cost $860 billion over 10 years? 

Mr. Marron. Let me check my numbers. 

That sounds about right. 

Senator Conrad. The third issue is the President’s ongoing de- 
fense buildup, and we have been given an estimated 10-year cost 
of roughly $300 billion. Do you believe that is roughly 

Mr. Marron. I must admit that is not actually a calculation I 
have seen. I expect other people at CBO have. 

Senator Conrad. Let me just say that we face a tremendous 
stress on the military budget. I have just been advised by my 
Guard leaders and other Army leaders that the equipment in Iraq, 
much of it will just have to be left there because it is junk, and 
it is becoming junk because of the extreme heat, the adverse condi- 
tions, and, of course, the stress of combat. And this is going to pose 
substantial additional costs. 

Funding for ongoing war costs, I believe this is actually a CBO 
estimate, 10-year cost $380 billion. Do you agree that that is in the 
ballpark? 

Mr. Marron. Under a particular set of assumptions, yes. 

Senator Conrad. Now, we have backed out the 2006 
supplementals for the reason that Senator Gregg gave, and I think 
he is exactly right. Many of these supplementals for Katrina, for 
the war in Iraq, you are required to include those in future year 
estimates, but we have backed them out because we assume they 
are one-time costs. And when we back those out, that is a savings 
of $827 billion. Would you agree that that is roughly correct? 

Mr. Marron. Yes. 

Senator Conrad. And then the reconciliation conference report 
passed in the House — I know it is referred to as $39 billion, but 
that is the 5-year effect; the 10-year effect, $105 billion. Do you 
agree with that? 

Mr. Marron. That looks about right. 

Chairman Gregg. It passed the Senate, too. 

Senator Conrad. And it passed the Senate. 

Chairman Gregg. I just want to make that point. 

Senator Conrad. Yes, it passed the Senate. The debt service re- 
lated to all this, $481 billion. So we see the debt going up by $3 
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trillion over this next 10 years. Do you agree that that is roughly 
in the ballpark? 

Mr. Marron. Ballpark, if all these things come to pass. 

Senator Conrad. All of these elements. Well, that, I would say 
to my colleagues, is alarming to me because this is before the baby 
boomers fully retire. And if there is one place the chairman and I 
absolutely agree, it is this demographic change that is occurring is 
going to create a tsunami of debt, because the number of people eli- 
gible for Medicare and Social Security are going to double in very 
short order. 

Would you agree that the number of people eligible for Social Se- 
curity and Medicare will double as the baby boomers retire? 

Mr. Marron. Yes. 

Senator Conrad. So if we are looking at the spending side of this 
equation, we have to focus there. Would you agree? 

Mr. Marron. Yes. 

Senator Conrad. And on the revenue side of the equation, the 
notion that tax cuts pay for themselves, my understanding is that 
CBO has found, using a wide variety of economic models, the tax 
cuts do not pay for themselves. Some of the models show positive 
effects on growth, but they are not large enough to offset the rev- 
enue loss. Is that an accurate characterization of what CBO has 
found? 

Mr. Marron. Yes. Pro-growth tax cuts, reducing marginal rates, 
things that are focused on savings and investment do help the 
economy grow. And, therefore, you get back something from macro- 
economic behavior that a purely static estimate would not account 
for. But the scenarios we have considered do not come close to actu- 
ally paying for themselves. 

Senator Conrad. Let me just say this by way of conclusion. I be- 
lieve that we together have to take on this growth of the debt. I 
believe it is going to take a focus on the spending side, especially 
entitlements, and on the revenue side, and that the first place we 
ought to look for revenue is this massive tax gap. 

One final question, if I could on that. The tax gap — have you had 
a chance to look at the Internal Revenue Service estimates of the 
difference between what is owed and what is being paid per year? 

Mr. Marron. I know they exist. They are somewhere between 
$300 and $400 billion a year. 

Senator Conrad. The difference is $300 to $400 billion. That, my 
colleagues, I suggest, on the revenue side ought to be the first place 
we look. 

I thank the Chair. 

Chairman Gregg. I hope we can pursue that later, whether you 
have language which could accomplish that. 

Senator Crapo I guess was here first. 

Senator Crapo. Thank you very much, Mr. Chairman. 

Mr. Marron, I wanted to pursue a little further the line of ques- 
tioning that both the chairman and the ranking member have pur- 
sued with you, namely, the dynamic impact of tax cuts. 

As you have already indicated, certain types of tax cuts are pro- 
growth, stimulate the economy, stimulate the development of cap- 
ital and wealth and development of jobs, and have the ability. 



32 


therefore, to create a stronger and more dynamic environment in 
which greater revenue can be accomplished. 

Now, you indicated on the models that you have looked at that 
they did not return as much as they cost. Do you build any of those 
models into your projections, or have you just looked at them? 

Mr. Marron. For purposes of the baseline that we construct and 
that we have talked about here today, we do indeed account for dy- 
namic effects. And so, for example, in our projections in 2011 and 
2012 — in 2011, in particular, you see taxes rise significantly. And 
so as a result, in our projections we see that labor force participa- 
tion goes down after that. And so there are some dynamic effects 
in the baseline. 

In the evaluation of legislation, which on the tax side I should 
emphasize is primarily done by the Joint Committee on Taxation, 
those effects are typically not accounted for. 

Senator Crapo. Do you get specifically into — say that again, 
what you just said? What is not accounted for? 

Mr. Marron. In evaluating legislative proposals on the tax side, 
which, again, is primarily done by our colleagues at JCT, they take 
into account some behavioral responses, so they are not purely 
static estimates, but they do not take into account possible macro- 
economic effects of tax cuts. 

Senator Crapo. As you are evaluating the impact of tax relief, 
do you focus on the specific taxes that are being — let’s take, for ex- 
ample — and I think you are aware of the recent information that 
has come out on the capital gains tax cuts over the last 2 or 3 years 
and the impact of those cuts on revenue. Do you take that into ac- 
count specifically as to the specific taxes that have been cut? 

Mr. Marron. There are really two related things there. In con- 
structing our baseline, we definitely take account of the fact that 
if you change capital gains taxes, you change people’s realization 
behavior roughly as you would expect. If the capital gains tax is 
lower, people are more willing to realize gains, and they also affect 
their timing. So we build that into the baseline. And then we also 
build into the baseline some macroeconomic effects from that, al- 
though, they are not that large given all the other taxes that we 
have. 

Senator Crapo. Well, what I am trying to get at — and I am using 
the capital gains tax information as the example here. I am trying 
to get at an understanding of just what it is that you are projecting 
and are not, because it appears that the projections of CBO, and 
others, when we passed the capital gains tax cut all were that 
there would be a net negative impact on the Treasury, on the budg- 
et in terms of revenue, and yet that the actual occurrence was dra- 
matically different than that and that the net result was that there 
was a significant increase in revenue as a result of — and then the 
question is: Was it as a result of the tax relief, or was it as a result 
of something else? 

Mr. Marron. Specifically with capital gains, my understanding 
is the estimates that are prepared by the Joint Committee on Tax- 
ation do take account of the fact that people change their realiza- 
tion behavior. And so, for example, we saw capital gains tax rates 
come down significantly, and that essentially unlocks some gains 
that people had not wanted to realize, and that may — depending on 
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the relative size of the change in taxes can give you either a plus 
or a minus on revenues. 

Senator Crapo. But our actual experience was that it was a dra- 
matic increase in revenues, wasn’t it? 

Mr. Marron. Yes, we have seen capital gains revenues on both 
the individual side and corporate side go up significantly. There is 
a confounding factor. There is something that happened at the 
same time which we are not able to fully yet measure, which is this 
dramatic increase in real estate prices. And so some of the recent 
increase in capital gains is clearly coming from that sector. 

Senator Crapo. And wouldn’t some of that even have been a re- 
sult of the increase in capital transactions generated by 

Mr. Marron. Yes, and some of that may be the realization of 
capital gains on real estate that had been there for some time. 

Senator Crapo. The bottom line, though, is that the charts we 
were all using 3 years ago were saying that it was a net loss, and 
the reality that we are seeing now is that it was a very significant 
net gain. Is that not correct? 

Mr. Marron. It is true that the capital gains realizations have 
been very strong. Connecting that strength specifically to the tax 
reduction is a challenge because of the other things that have hap- 
pened in the economy. And for that I would have to plead the need 
for more research. 

Senator Crapo. Are you saying that we do not have the ability 
to make those kinds of estimates in terms of the dynamic impacts? 

Mr. Marron. I think our colleagues at JCT, do their professional 
best to understand, given what happened in the past, to forecast 
capital gains realizations. We have a brief discussion in our outlook 
here about how forecasting capital gains is a particularly chal- 
lenging part about constructing revenue projections. Just in the 
normal course of affairs, the actual realizations that occur could de- 
viate wildly from what the best economic models predict. 

Senator Crapo. But you do not at CBO try to conduct that type 
of dynamic analysis? 

Mr. Marron. We do for purposes of constructing our baseline. 
This is one of the confusing nuances about how we do things. So 
in our baseline, which is our responsibility, we try to take into ac- 
count exactly those effects. When it comes to score legislative 
changes, that is done by JCT. They take into account behavioral re- 
sponse, but they do not take into account macroeconomic effects. 

Senator Crapo. All right. I just have about a minute left, and I 
want to shift topics entirely here for a minute and talk about the 
growth in Medicare. I noticed that growth is projected to be in 
this — I don’t know if these are your figures are not, but $339 billion 
in 2006 to $500 billion in 2011, and then over the next 10 years 
it grows to $744 billion. 

Do you know what percent of the growth in Medicare is attrib- 
utable to the enactment of the prescription drug benefit? 

Mr. Marron. For 2006 alone, the addition of the drug benefit is 
responsible for about 50 percent of the growth in Medicare. That 
obviously gets smaller as you go out over time. This is the first 
year. 

Senator Crapo. And do you know what percent is attributable in 
these projections to the increased in the number of seniors retiring? 
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Mr. Marron. I don’t have particular numbers at hand for you, 
but I would say that the predominant driver is increased health 
care spending, so increased services and increased prices for those 
services. But there is also a portion of — ^because of the transition 
to the baby boom, significant growth in the population in the pro- 
gram. I could get you specific numbers, but qualitatively it is pri- 
marily the rise in health care costs and then also some significant 
change from the caseloads. 

Senator Crapo. All right. One last question, and you may give 
the exact same answer to this, but do you have any idea what per- 
cent is attributable to the more intensive care that is being pro- 
vided to seniors? 

Mr. Marron. I would include that in with the rise in health care 
costs, which is being driven, as I said, in part by prices and in part 
by increased utilization of various services. 

Senator Crapo. All right. Thank you. 

Chairman Gregg. Senator Menendez. 

Senator Menendez. Thank you, Mr. Chairman. I want to thank 
you and the ranking Democrat for the welcome to the committee 
and for reassuring me I made such a great choice in seeking the 
committee. But it is a privilege to be here, and I look forward to 
working with our colleagues in crafting a sensible, responsible 
budget, and I look at that as a very serious exercise since I believe 
that budgets are a reflection of values. We do that every day in our 
lives in terms of our personal budgets. What we earn and what we 
spend in terms of providing a home, educating our children, pro- 
viding for health care, the money that we tithe to our faith, the 
charitable contributions we may make — those are all expressions of 
values within a budget. And I think the national budget collectively 
on behalf of the Nation is also an expression of values, and so how 
we choose to use the collective resources of the Nation is an expres- 
sion of our collective values. And in some respects I haven’t agreed 
with the values that we have had over the last several years. 

I hope one of the values that we will be able to deal with today 
as we work on the Senate floor is rewarding work, those individ- 
uals who work very hard every day but find themselves in a set 
of circumstances where they are going to be subject to a tax even 
though their income may not have grown on the alternative min- 
imum tax. That was never meant for 17 million middle-class fami- 
lies in our country, many from my home State of New Jersey. So 
I am looking forward to seeing that the Senate hopefully will act 
in a way that speaks to a value that rewards work. 

And I certainly share the concerns of Senator Conrad in this 
presentation. To me, one of the things that I thought we achieved 
several years ago is balancing budgets for the first time in a gen- 
eration, creating record surpluses, low unemployment, low infla- 
tion, and moving to a Nation that was debt-free within 4 years. 
And now this mountain of debt that is being generated is just in 
my mind beyond the realm and comprehension of most Americans. 

When we talk about the type of figures that are being projected 
in the out-years, it certainly baffles them, as I think it might baffle 
any one of us. And that does not even deal with some of the con- 
cerns that I have that we have learned over the last year, that in 
addition to the rate of debt that we are accumulating, one of the 



35 


things we learned, especially last year, is that sometimes the unex- 
pected and the unthinkable will happen, and it certainly did last 
year. And that adds to our challenges and our readiness. So it is 
in that context that I look forward to the work of the committee. 

I would like to ask you. Director, about a couple of issues. One 
is the CBO acknowledges that the war costs may be understated 
in the next few years given that the baseline includes the $50 bil- 
lion appropriated for 2006, a figure that is likely to be surpassed 
this year. Given the probability that we will be near the $90 billion 
range in 2006, and the possibility that we may be near these same 
funding levels at least for the next couple of years, could you pro- 
vide a revised baseline and demonstrate the impact on the deficit 
if we were spending between $80 and $90 billion on the war effort 
through 2008? 

Mr. Marron. Sir, we can clearly run scenarios based on different 
assumptions about what funding would be for Iraq and Afghani- 
stan operations, absolutely. I wouldn’t be able to characterize them 
as a baseline. The baseline is what the baseline is, but as an alter- 
native set of projections, that is certainly possible to do. 

Senator Menendez. So if we asked you to do that, you could do 
that for us. 

Mr. Marron. Certainly. 

Senator Menendez. OK. We will ask you to do that, because I 
just find it very difficult to be including in supplementals, which 
in my understanding was supposed to be emergencies, that which 
you know that you are spending. We are obviously still engaged in 
Afghanistan and Iraq, and yet we continue to offer supplementals 
versus deal with the funding expectations that we need to provide 
for the engagement of our troops, their safety, and ultimately our 
mission. 

Let me ask you about the CBO projects that the budget reconcili- 
ation bill passed by the House yesterday results in about $5 billion 
in savings in 2006, $39 billion between 2006 and 2010 and $99 bil- 
lion from 2006 through 2015. 

It also projects the costs of extending the 2001 and 2003 tax cuts 
would be about $346 billion if we extended it through 2011, and a 
whopping $2 trillion if we extended it through 2016. 

Given the arguments that the spending cuts will help reduce the 
deficit, can you compare the impact of each of these approaches 
that it has on the deficit? Isn’t $99 billion in savings over 9 years 
a drop in the bucket compared to $2 trillion in additional revenue 
loss? 

Mr. Marron. That is an easy one, so yes, roughly $100 billion 
is about l/20th of roughly $2 trillion. 

Senator Menendez. Let me ask you, with reference to the Presi- 
dent’s — I have been listening to the President’s State of the Union 
speeches now for 5 years. We have heard numerous times from the 
President his intention to cut the deficit in half by 2009. If I am 
correct, he first made that pledge in 2004. At that time the pro- 
jected deficit for 2004 was $521 billion, and the projected deficit for 
2009 was $237 billion. So cutting the deficit in half was more of 
a projection than a promise. 
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Is the President talking about actual dollar terms or is he talking 
about the deficit as a percentage of GDP? Which one is he talking 
about? 

Mr. Marron. Sir, I have seen news coverage and discussions 
that characterize it both ways, either in dollar terms or as a share 
of GDP. 

Senator Menendez. Well, it is hard to have it both ways, isn’t 
it? 

Mr. Marron. They are both meaningful measures. You know, I 
have the luxury of being sort of a pointy-headed economist, and we 
like to divide through by GDP, so that tends to be the type — obvi- 
ously, as you saw in my chart earlier, that tends to be the kind of 
numbers we focus on. But I would hesitate to characterize, you 
know, what the President’s specific target was. 

Senator Menendez. I think most Americans would expect, when 
they hear that we are going to cut the deficit and the debt, they 
are talking about listening to actual dollar amounts. That is the re- 
ality in their lives. They don’t get to do it as a percentage of GDP. 

Thank you, Mr. Chairman. 

Chairman Gregg. Thank you very much. Senator. 

Senator Allard. Mr. Chairman, thank you. And at the risk of 
starting a war of charts, which I hope we can avoid, I just want 
to make a very brief point here because my good friend from North 
Dakota has tried to say that the growth package that was put for- 
ward by the President and passed by the Congress in 2003 was not 
good public policy. The fact is that the facts point out differently, 
and so I have just four charts I want to briefly run through here 
that point that out. 

The first chart that we see here reflects basically that jobs have 
rebounded and that unemployment is falling. 
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On the second chart that we have here, we have a chart that just 
quickly reflects the fact that gross domestic product is on a path 
of sustained growth and continuing in that direction. And the green 
line that we see on the chart is actually the point where the jobs 
growth package, a main portion of which was capital gains and 
growth stimulus, where we reduced taxes to stimulate the econ- 
omy. 


GDP On a Path of Sustained Growth 
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Then on the third chart we have, look what has happened to 
Federal revenues rising. Despite projections that they would go 
down when the President’s growth package was implemented, we 
see that the chart shows a pretty dramatic growth upwards. 



Source: U.S. O^arbnent of (tie Treasury 
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Then the fourth chart shows what is happening to household 
wealth, and it has reached record highs. 


Household Wealth Reaches 
Record Highs i 
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Now, while those in opposition to those tax cuts have tried to 
make the point that it is bad public policy, in reality what we have 
seen happen is that that policy has been good for the economy.lt 
has been good for the Federal Government because revenues have 
increased to the Federal Government, and it has actually helped 
American families. And so I for one think it was very good public 
policy, and I hope we can sustain that effort with policy toward a 
permanent tax cut. And I would agree with the chairman that cap- 
ital gains was a vital part of that. 

One of the problems with estimating capital gains taxes is they 
have always been dramatically off, and in general, when we talk 
about cutting taxes to benefit the economy, it seems like the esti- 
mates that we get from the CBO have been off considerably. 

Let me take a couple of examples just to make that point. In 
1992, President Clinton was elected into office, and around 1993, 
we had what was characterized by many of us as the largest tax 
increase in the history of America at that particular point in time. 
The CBO projection in 1992 for the year 1993 up to 1996 had esti- 
mated a certain level of revenue. And when we applied these tax — 
when they applied the tax increases — and they were increases of 
up to 16 percent to 28 percent, depending upon — that was just on 
the top tax rates. And the revenue that was generated from that 
was less than 1 percent higher than the 1992 estimate. 

Now, when we get into the 2000 President’s tax growth package 
earlier, the CBO had estimated that it was going to cost revenues 
to the Federal Government $27 billion. In reality, what it did, it 
increased revenues by $26 billion. There was a miscalculation of 
somewhere around $53 billion there. 

And when we look at — ^before I ask my question, and my question 
is going to be how can we improve the accuracy of revenues when 
we are talking about cutting tax policy, policy we retain of cutting 
taxes, particular economic growth taxes. 

By the way, on the chart of my good friend from North Dakota 
where he showed the economy coming down dramatically, revenues 
are up, we hadn’t even applied the President’s tax growth yet. We 
were still working under the policy of the previous administration, 
the Clinton administration. And so then when we see the Bush ad- 
ministration policy comes, we see the growth and what all of these 
charts here reflected. 

So, again, my question is: What is it that we can do to improve 
the accuracy of a tax cut’s impact on the economy and revenues to 
the Federal Government? 

Mr. Marron. Again, I want to emphasize what I understand to 
be — as the new guy I may get this slightly wrong, but I want to 
emphasize my understanding of the roles and responsibilities. CBO 
is responsible for the baseline projection of revenues and spending. 
Among those would be capital gains. Our colleagues and friends at 
the Joint Committee on Taxation are responsible for the scoring of 
bills. 

And so to the extent that any of these issues arise with their 
scoring of the bills, I cannot speak to it directly. 

Senator Allard. I am not trying to — but you understand how 
they score bills, don’t you? 

Mr. Marron. Yes, I understand why they do it. 
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Senator Allard. What can we do to improve that, so we get a 
more accurate reflection of what is going to happen when you do 
things like cut capital gains? 

Mr. Marron. I have the standard economist answer, which is 
that one of the great challenges we face, particularly on capital 
gains, is how long is takes us to have data about what is happened 
recently. So if you think about it, capital gains often go to people 
with complicated tax returns. People with complicated tax returns 
often do not file until October of the year during which their taxes 
are due. It takes a while for the IRS to get the data together. And 
as a result, for people who are trying to study capital gains realiza- 
tions and project them on behalf of the Congress we are actually 
operating — I forget the exact period, but we are operating with 
roughly a 2-year lag in which we are kind of guessing, to be honest. 
So it is hard to know exactly what is going on. 

I think unfortunately there is some irreducible uncertainty about 
capital gains realizations. They bounce around, for reasons that 
professional economists have not yet been able to fully ascertain. 

And then, perhaps to be more responsive to your question, I 
think it is always helpful and fruitful to revisit the techniques we 
use to forecast these things. And to the extent that there is room 
for improvement there — I cannot speak to it because I am not ex- 
actly sure how JCT does it, but to the extent that there is room 
for improvement 

Senator Allard. I appreciate the last part of your response. I do 
think we need to look at it, and hopefully we can do something to 
make this more accurate. 

That is the whole point of my question. I think that, as policy- 
makers, it serves us all if we can improve the accuracy so it truly 
reflects. It is a chronic problem with capital gains. Every time it 
is come through this Congress, it is been — revenues from reduction 
of capital gains has been badly underestimated. And I do think we 
need to look seriously at that. 

With your indulgence, and perhaps maybe the minority members’ 
indulgence, I have another question on flood insurance. We are 
going to be increasing the debt limit on how much the National 
Flood Insurance Program can incur. I guess we do not know exactly 
where that number is going to be, but we are going to be increasing 
that up to $23 billion. In other words, they can incur these obliga- 
tions on flood insurance up to that because of what is happened 
with Katrina. 

So you have this that is increasing. And then we have this other 
obligation of how we are going to pay for the current program, 
there is actually two aspects to it. And we have people that are ex- 
empted from having to pay flood insurance because they were there 
before the program was initiated. 

Do you have any ideas on how we can make this program more 
actuarially sound? And perhaps maybe you do not have any ideas 
but I think it would be helpful for those of us who happen to be 
on the Banking Committee to get some kind of written — me person- 
ally, I would be particularly interested in getting some kind of writ- 
ten response to that, what we can do to actuarially make our flood 
insurance program sustain itself without having to have a future 
obligation we are placing on it by increasing this debt limit, that 
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we are looking at putting around probably somewhere around $23 
billion. 

Mr. Marron. Sir, as you know, I had the opportunity to appear 
before the Banking Committee last week and talk a little bit about 
these issues. I would be happy to provide more detail on anything 
you have in mind. 

The key issue which you identify is there is a certain group of 
properties that are subsidized under the program. They pay pre- 
miums that are significantly less from what people believe would 
be actuarially fair, and particularly what FEMA estimates would 
be actuarially fair. 

To eliminate that by itself, the natural economist response would 
be to raise premiums, but that clearly raises issues about some of 
those people dropping their coverage and whether that is a desir- 
able public policy outcome. Other ideas were brooded about at the 
hearing and we would be happy to followup with you. 

Senator Allard. I would appreciate taking a little time to dis- 
cuss that with you. 

I thank the indulgence of the chairman and minority party. 

Chairman Gregg. Senator Stabenow. 

Senator Stabenow. Thank you, Mr. Chairman. Thank you and 
welcome, Mr. Marron. It is good to see you, as a member of the 
Banking Committee as well, seeing you in front of both committees. 

Mr. Chairman, I feel like Yogi Berra when he said it is deja vu 
all over again. It seems that every year that I have been on the 
committee since 2001 we have heard about growing deficits. We 
have heard about what is happening in terms of the budget. 

When we look at the fact that now the projection from CBO, un- 
derstanding that you have to project out with current policies, is 
going to be $1 trillion over the next 10 years for our children and 
our grandchildren. It is astounding. 

And when we figure in what Senator Conrad was talking about, 
with the costs of the war and Katrina and all of the other issues, 
we are talking more like $4 trillion, which is stunning when we 
look at these numbers. 

Mr. Chairman, we have a lot of work to do on this, as I know 
you know. 

I wanted to speak to the question of wages. We are always, I 
think, in a classic debate about supply and demand and where that 
balance is. I think some of my colleagues feel it should all be about 
supply side tax cuts, focusing on that. Others of us believing that 
it is about wages, money in people’s pockets as well as being able 
to support investments and so on. 

And I certainly have to say that with my friend. Senator Allard, 
who just showed the charts on wealth, I assume that the only way 
we could get those kind of numbers would be to include equity in 
people’s homes. Because certainly people are not feeling that some- 
how they are wealthier, certainly in my State, and in many other 
States across the country. They may have a home with more equity 
in it but they cannot sell the house. They have to live in the house. 
It does not pay the heating bill. It does not pay the gas bill. It does 
not send the kids to college. 

So where the rubber meets the road in Michigan it is a very dif- 
ferent picture. 
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But I wanted to just raise an interesting section on 121 of your 
report, just an interesting comment that I think is important to 
this debate. You talk about two of the most important types of in- 
come for projecting Federal revenue are wages and salaries and 
corporate profits. And you say wages and salaries are the most 
highly taxed component of income — wages and salaries — being sub- 
ject to income tax and Social Security and Medicare and so on. 

And then you say consequently, CBO estimates that an addi- 
tional dollar of corporate profits produces less revenue than an ad- 
ditional dollar of wages and salaries. Thus, higher projections for 
wages and salaries and correspondingly lower projections for profits 
result in higher projected budget received. 

And you go on to talk about that relationship to lowering the 
debt. 

I say that to followup on Senator Menendez’s comment about val- 
uing work. Valuing work. I mean, here we are talking about how 
the way that people are taxed the most in our country are through 
wages and salaries. Is the person working every day getting a pay- 
check? But then we go to this debate about capital gains possibly 
at the expense of the Alternative Minimum Tax hitting middle in- 
come people. And this seems to go certainly contrary to the picture 
of what is really happening if, in fact, the wages and salaries of 
Americans are the most highly taxed part of the revenue that is 
received for the Federal Government. 

And we are debating with the House of Representatives about 
whether 19 million people ought to get a tax increase right now be- 
cause they bump up against the AMT ceiling versus giving another 
tax cut for people who earn their money off of investments. 

So I wonder if you might just speak for a moment about the im- 
portance of jobs or wages and salaries. I would argue that it is not 
only about revenue for the Federal Government, but that in my 
State, where we are losing jobs, we have lost one-third of our man- 
ufacturing jobs in the last 5 years, we are really fighting for our 
way of life in our country and it is about jobs. 

And we cannot just say this is about top down economics. It has 
to also be about somebody working, having wages, having money 
in their pocket to purchase things, to drive the economy as con- 
sumers. 

So I wonder if you might just speak — I guess I would not have 
a specific question for you other than to say that wages and sala- 
ries and people working are an important part of this equation; 
isn’t that correct? 

Mr. Marron. Absolutely. Wages and salaries, clearly they are 
important for tax revenues. They are important for providing peo- 
ple with the money to live on and accomplish the things that they 
want to accomplish. 

I guess as an economist, the point I would emphasize is that the 
wages and salaries come from employers. And so you have to think 
about the balance of setting up an environment which makes em- 
ployers as enthusiastic about hiring people as possible. 

From an individuals’ point of view, a key determinant of how 
much you get paid obviously are your skill levels and your edu- 
cation. From the employer’s point of view, the key determinant of 
how much they are willing to pay you is essentially how productive 
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you can be for them. And over very long periods — not even very — 
over long periods what economists have found is that a key deter- 
minant of that is productivity growth. And then a key driver of pro- 
ductivity growth is capital accumulation. 

So that one channel actually for raising wages and salaries in 
the long run is to make sure that our companies invest, buildup 
capital, and therefore in the future are willing to pay high wages 
and salaries to their workers. 

I just want to emphasize lowering taxes for capital does not nec- 
essarily mean you are not helping workers. 

Senator Stabenow. I understand that. But doing that at the ex- 
pense, as a tradeoff to lowering taxes on wages or salaries or doing 
other things such as lowering health care costs, protecting some- 
body’s pension, lowering the cost to go to college, it all is a package. 
And we do not often enough, in my opinion, focus enough on that 
whole package. 

Let me just say, in conclusion, that in a global economy I think 
that debate changes from what you are saying. We have seen pro- 
ductivity go up and jobs go down and investments go overseas. The 
reality is in a global economy that our workers can and are more 
productive than they have ever been. But because of what is hap- 
pening in the global economy, because we fund health care dif- 
ferently than any other country, because we do not enforce our 
trade laws on currency manipulation or counterfeit parts — and I 
will give you one example of $12 billion counterfeit auto parts com- 
ing into this country. Illegal. Illegal. We have beefed up our laws, 
and yet we are doing nothing about it. And it is cost 200,000 jobs. 
People stealing our patents. 

I would just suggest that if we only say that this is about on the 
supply side, we have no guarantee that that capital is going to be 
in the United States unless we address the other pieces that unfor- 
tunately, because of the deficit right now and the tradeoffs that are 
being made, we are not addressing. We are not addressing. We 
would be a lot better off for jobs, that wages and salaries compo- 
nent that you are talking about for revenue for us, if we were to 
invest those dollars on the high-end tax cuts back into paying for 
health care and helping manufacturers build to compete in the 
global economy to keep high wages here and invest in our people 
here at home. 

I would just say, Mr. Chairman, that I think part of all of this, 
as well, is when you talk about investing for the future and what 
employers want in a skilled work force, the $12 billion we just cut 
in student loans goes contrary to anything that we ought to be 
doing, in my mind, to compete in the global economy. 

Thank you. 

Chairman Gregg. Thank you. Senator. 

I would point out that there was no reduction in student loans. 
In fact, what we did was reduce the rate of return, which was a 
windfall of significant proportions to the lenders. And then we took 
some of that money and we actually put it into expanding the bene- 
fits to students, through expanding the Pell grants. We took some 
of that money and moved it toward deficit reduction. 
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Senator Stabenow. Mr. Chairman, if I might just insert one 
thing, and that is over $12 billion was shifted onto people who get 
student loans. We are already seeing a change in Michigan. 

Chairman Gregg. No, that is not true. Senator. As a practical 
matter, that is a representation that has been made that is totally 
inaccurate. 

The HELP Committee produced a bill which reduced the subsidy 
to the lender community, which if we had not done, quite honesty, 
would have dramatically — would have created a dramatic windfall 
to the lender community. 

We did keep a fixed loan rate, which was a mistake. We did not 
go to a variable loan rate, which would have benefited students. 

But I would point out that that was at the request of the Demo- 
cratic side of the aisle. That those of us who wanted a variable 
rate, which would have allowed students to get a better deal even, 
were not able to get that through the Committee because of the op- 
position of Senator Kennedy. 

This representation that student loans have been cut is a canard. 

Senator Stabenow. I look forward to debating the results of the 
policy we passed, as it becomes apparent. Thank you. 

Chairman Gregg. So do I, because I think the numbers are pret- 
ty clear — 

Mr. Marron, the asbestos bill that is going to be coming to the 
floor, we have a reserve fund that this Committee put in place that 
is has some — that basically wants to keep this bill — is structured 
for the purpose of keeping the bill from costing the American tax- 
payer money. What is CBO’s view of whether or not this bill is 
going to cost us money? 

Mr. Marron. The structure of the program, as I understand it, 
is to raise revenues in various ways and then to spin them out to 
beneficiaries who are stipulated under the bill language. The way 
that is going to be accounted for is that the money that comes into 
the fund are indeed treated as revenues to the Federal Govern- 
ment. And that, as a result, the money that goes out to pay claim- 
ants is treated as spending. 

So in an accounting sense, it is clearly going to be a spending 
and revenue program. 

If your question is how does — is your question how it operates 
over the long run and what its long-run prospects are? 

Chairman Gregg. My question is that if I am asked, as Chair- 
man of the Budget Committee, whether or not the conditions of the 
reserve fund are met, which is that this will not be an obligation 
which falls onto the American taxpayer but will be paid for by the 
community which has agreed to absorb the responsibility, am I 
going to be able, as Chairman of this Committee, to say in good 
faith no, the American taxpayer will not have to pay the bill here. 

Mr. Marron. I think that — as written — the bill is intended to 
have a structure in which the administrator of the fund is sup- 
posed to stop paying claims if they believe that the claims will ex- 
ceed the revenues that come into the program. And so, in principle, 
it is supposed to stop and not spend more money than it is going 
to receive. 

Whether that actually executes as written, I think will depend on 
kind of the discussions that happen at that point. That would be 
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a projection of what policy changes might he in the future, but 
clearly we would understand that there is the possibility that there 
would be pressure to have the Federal Government step in. 

I am giving you an on the one hand/on the other hand answer. 

Chairman Gregg. It appears that way, yes. Unfortunately, 
whether I make a point of order is not an on the one hand/on the 
other hand issue. 

Senator Conrad. Can I make a point on this? 

Chairman Gregg. Yes, of course, jump in. 

Senator Conrad. If I could say, Mr. Chairman, my people have 
done a report that is now on my desk that I will be sharing with 
you hopefully later today. I have not had a chance to read it. 

I have asked for the conclusion — and this is with respect to the 
issue that you are raising. And my people have no ax to grind here. 
And they have reported to me that they believe, in nominal terms 
over the life of the program that this proposal is $150 billion un- 
derwater. 

Chairman Gregg. On top of the $150 billion that is 

Senator Conrad. Yes. That the shortfall over the 50 year life is 
$150 billion. That is the nominal shortfall. 

Chairman Gregg. Let me see if I understand that. CBO has esti- 
mated — the general estimate is that this program is going to cost 
$140 billion? 

Senator Conrad. Correct. 

Chairman Gregg. So you are saying there is another $150 billion 
on top of it? 

Senator Conrad. Correct. Over the life of the program, the net 
present value — net present value — shortfall is $50 billion. 

Mr. Marron, I think you have said on many occasions that the 
risks to this program all run toward the taxpayers — that they are 
heavily weighted in that direction. Is that not correct? CBO found 
that your estimates of the risks here run in the direction of tax- 
payers? 

Mr. Marron. We have our official numbers, official estimate. 
And then there were a variety of things that we were not able to 
price out and cost. Most of those seem to point toward higher costs 
than the range we have. There is at least one study that would be 
done that could point the other way. So there is some possibility 
of being lower. 

But again, we are in the business of scoring legislation as it is 
written. And as we understand as it is written, it is supposed to 
stop at $140 billion. But I am sympathetic to where you gentlemen 
are coming from, which is it is not entirely obvious that that would 
actually be what reality looks like. 

But from where we sit, I cannot say too much on that. 

Senator Conrad. I understand the strictures that you are under. 

I would just say to my colleague I asked this question of my 
staff, professional staff. They spent a lot of time analyzing this. 
They came back to me and they said they think this is way under- 
water. 

As I have looked at their work, and I have not read the whole 
analysis that they have just put on my desk I think yesterday or 
the day before, it really is striking. It really is striking. 
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The assumption that the fund is ever going to stop, I think we 
have to do a reality check here. Is there any prospect, once this 
thing gets going, that it is going to be stopped? I think that is 
just — I know that you have to assume that it does stop. But the 
reality, all of us who are here, I think we all know what is going 
to happen. They are not going to stop. 

Chairman Gregg. Senator Stabenow, do you want to — I know 
this is an issue for your state. 

Senator Stabenow. It is. In an ideal world — yes, thank you. 

I am very concerned about the numbers, Mr. Chairman, as I 
mentioned to you. In an ideal world, this is an issue for us and our 
manufactures and I would like to see a trust fund that works. But 
there are a lot of issues that have been raised and the budget num- 
bers are of concern to me. And so I am anxious to look at what 
Senator Conrad has been talking about before making a final deci- 
sion myself. 

Chairman Gregg. We look forward to getting this information 
from you and your staff. 

On another question, to what extent are you factoring in oil 
costs? It appears we are in a world where $60 a barrel is, for the 
foreseeable future, the number, maybe even higher depending on 
demand coming out of Asia and what happens in places that are 
fairly unstable like Nigeria and Venezuela and, of course, the Arab 
nations such as Iraq and Iran. 

Mr. Marron. Our economic projection is built off of substantially 
higher oil prices than we have ever had before in one of our projec- 
tions. It starts off in the neighborhood of the high 50’s. I remember 
we locked down our economic forecast a bit over a month ago. Es- 
sentially it has prices at that level and then rising with inflation 
in the later years of the forecast. So we definitely have what tradi- 
tionally has been viewed as high oil prices. 

In the intervening month, oil prices have gone up even further, 
and it is something clearly that we are keeping an eye on to see 
to what extent that may have some dampening effect on the econ- 
omy. 

Chairman Gregg. As you know, one of the amazing things about 
the American economy and the American people are that we react 
and we are flexible. How do you factor this in to out-year produc- 
tivity, which is clearly going to have an impact? Do you presume 
we will innovate out of this? Or do you presume that you just pick 
a static number and go forward? 

Mr. Marron. This is not something that we factor in, in an in- 
credibly detailed level, into the projections that we make. As you 
say, the economy has been very resilient and flexible in the past. 
It is absorbed various shocks in various areas. In terms of pro- 
jecting longer run productivity growth, we essentially look at a 
snapshot of recent history and use that as our projection of what 
will happen in the future. 

Chairman Gregg. I do think this is a huge issue for us, because 
I do not think we have had this type of shock to our economy in 
a long time. I think we are just beginning to have the impact of 
it felt. Hopefully, we can innovate our way out, or at least through 
policy drive other sources of production. 
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But in any event, it looks like this price for production, whether 
it conies from ethanol or whether it comes from some other nu- 
clear — it still looks like the price is going to — we are going to have 
a new base on an economy that was huilt on $11 to $15 per barrel 
of oil, and it is got a base of $60 a barrel, and that changes a lot 
of things in an economy. And the changes will not be immediate 
maybe, but they will certainly have an impact over the long run, 
I would think, on productivity and on the development of wealth, 
the development of capital. 

I would be interested if you could have some of your thinkers 
take a look at that beyond the static approach and give us your re- 
action. If we are going to go out — and even if it is not oil — whatever 
it is. If we are going to pay for that unit of energy $60, what $60 
translates into, whether it comes from some other source or not, as 
versus what has historically been probably $15. What is that sort 
of a quadrupling of the cost of that unit of energy do to our econ- 
omy over the long run? And how — well, you do not answer this, 
this is our job. But when we have that number, how should we try 
to address it? 

Mr. Marron. I would be happy to. 

Chairman Gregg. Thank you. Senator Conrad. 

Senator Conrad. Mr. Chairman, let me just go back. My col- 
league from Colorado made a number of characterizations of charts 
that I put up. He said that with respect to revenue and the drop 
in revenue compared to where we were, that that happened before 
President Bush’s policies took hold. That is just not the case. That 
is just factually not the case. 
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In 2000 we had over $2 trillion of revenue. In 2001, the first year 
of the President’s administration, we had almost $2 trillion. In 
2002, after the big tax cuts of 2001, revenue was down. 

More tax cuts in 2002. In 2003 revenues are down more. 

Then we had an uptick in 2004 but still way below where we 
were back in 2000. Much less revenue. 

Only now, 5 years later, are we back — and this is in dollar terms. 
If you look at this with inflation taken out, we have still not recov- 
ered. 

Now we are in the fifth year of the presidency. To say that his 
policies have not taken hold, I do not think it is factually correct. 

The Senator from Colorado talked about how good the economy 
has been. Let us look at a number of measures here. This is what 
has happened to real median household income. It has declined for 
four straight years. We believe the 2005 numbers will show a fur- 
ther decline. This is inflation adjusted household income. It has 
gone down every year. That is not the sign of a good economy. 



Real Median Household Income Has 
Declined Four Straight Years 
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Let us compare what has happened in this economic recovery to 
the other major recoveries that have occurred since World War II. 
There have been nine business cycles, major recessions, since 
World War II. The red dotted line is what has happened to GDP 
growth coming out of those recessions. The black line is what has 
happened in this recovery. It is 25 percent weaker than the aver- 
age of all of the other recovery since World War II. That is GDP 
growth. 



Real GDP Growth Lags Behind 
the Typical Recovery 



Source: Department of Commerce 
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Let us look at business investment. Business investment is even 
worse. Again, the dotted red line is what we have seen in each of 
the other recoveries since World War II, the average. The black 
line is what we are seeing in business investment in this recovery. 
It is 50 percent lower than the average of all other recoveries since 
World War II. 



Business Investment Lags 
Behind Typical Recovery 


(Real Business investment, Percent Change from Business-Cycle Peak) 



Source: Department of Commerce 
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Job loss recovery. Again, the red dotted line is the average of all 
the recoveries, the major recoveries, since World War II. The black 
line is what we are getting in this recovery. We are 6.9 million pri- 
vate sector jobs short of the typical recovery. 



The Job-Loss Recovery 

Private-Sector Jobs, Percent Change from Business-Cycle Peak 


(Percent ) 
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Months after Business-Cycle Peak 


Source: BLS 
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Something is wrong here. Something is wrong here. Something 
has fundamentally changed. I would argue it is what is happening 
with international competition. 

The result is, what the Senator did not want to talk about, is 
what has happened to the debt. The debt has skyrocketed. And the 
external debt of the United States has more than doubled. It took 
224 years and 42 presidents to run up a trillion dollars of external 
debt. This president has doubled it in 5 years, more than doubled 
it. 




President Bush Doubles 
Foreign-Held Debt in 5 Years 

It Took 42 Presidents 224 Years to 
Build Up Same Level of Foreign-Held Debt 


224 Years 

( 1776 - 2000 ) 


Source: U.S. Treasury 


5 Years 

( 2001 - 2005 ) 
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Let me just show, finally, the other thing he did not want to talk 
about is what has happened to the debt. In 1998 to 2001, we did 
not add any publicy-held debt in this country. Nor did we increase 
the debt limit. In fact, we were paying down debt. 



Debt Limit Increases $3 Trillion 
Under President Bush 



*Debt limit was not increased between August 1997 and June 2002. 
Source: 0MB and 2006 GOP Budget Resolution 
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In 2002, we had to add $450 billion to the debt limit. In 2003, 
$984 billion was added to the debt limit. In 2004, $800 billion. Now 
in 2006 they want to add another almost $800 billion. 

So, unfortunately, an awful lot of what is going on here is being 
put on the charge card and increasingly it is a charge card that is 
owed to foreigners. 

I would just ask, Mr. Marron, do you believe it is sustainable — 
sustainable to have this growth of debt held by foreign entities? We 
had 100 percent increase, more than 100 percent, in 5 years. 

Mr. Marron. If I think about it in terms of the current account 
deficit and what would be sustainable on that front, which essen- 
tially translates into the debt as it builds, our analysis suggests 
that if the current account deficit were to hold at its current level 
in nominal dollar terms, and therefore decline over time as a share 
of the economy, that would probably return back to a sustainable 
level. But if it stays the same, relative to the size of the economy, 
over time that would be extremely difficult to sustain. 

Senator Conrad. I deeply believe that the combination of our 
trade deficit and our budget deficits, especially in light of the demo- 
graphic time bomb that is coming at us, this is utterly 
unsustainable. 

I would just ask you, on the question of budget policy, do you be- 
lieve, Mr. Director, that there is an imperative for us to act on 
these long-term imbalances in our budget accounts? 

Mr. Marron. Sir, the long-term situation would seem to be 
unsustainable, and I think I am well within the range of what CBO 
Directors and Acting Directors are allowed to do if I were to say 
that addressing those earlier rather than later is probably helpful 
for everyone involved. 

Senator Conrad. I know the Chairman believes that. I certainly 
believe it. The quicker we get at this, the better. And I hope that 
is the conclusion that comes from this hearing. 

Chairman Gregg. Thank you. 

I also think that is the conclusion that comes from this hearing, 
so that is a good place to stop. 

We appreciate your testimony and we thank you for your time 
and for your professionalism and the professionalism of your orga- 
nization. It is very important to us as a Congress to have a fair 
arbiter out there, and you are it. 

Thank you. 

Mr. Marron. Thank you. 

[The prepared statement of Mr. Marron follows:] 
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Chaitman Gregg, Senator Conrad, and Members 
of the Committee, thank you for giving me this op- 
portunity to present the Congressional Budget 
Office’s (CBO’s) budget and economic outlook for 
fiscal years 2007 to 2016.^ 

CBO projects that under current laws and policies, 
the federal budget will report a deficit of $337 bil- 
lion in 2006 (see Table 1). That estimate is some- 
what higher than the $318 billion shortfall re- 
corded in 2005 but about the same in comparison 
to the size of the nation’s economy. At 2,6 percent 
of gross domestic product (GDP), this year’s defi- 
cit would be slightly larger than the 2.3 percent av- 
erage recorded since 1965. 

Because of the statutory rules that govern baseline 
projections, CBO’s current estimates omit a signif- 
icant amount of spending that is likely to occur 
later this year. In particular, additional funding will 
probably be necessary in 2006 to pay for military 
activities in Iraq and Afghanistan and for flood in- 
surance claims. If that funding is provided, CBO 
expects that outlays will grow by another $20 bil- 
lion to $25 billion this year, resulting in a deficit in 
the vicinity of $360 billion, or about 2,8 percent of 
GDP. 

CBO’s baseline includes spending from the $50 
billion that the Congress has appropriated this year 
for military activities in Iraq and Afghanistan, but 
more resources are likely to be necessary within a 
few months. The baseline also includes the effect 
of legislation dealing with disaster relief, flood in- 
surance, and other programs that were funded in 
the aftermath of Hurricane Katrina and other 
storms. Such legislation will add an estimated $47 
billion in outlays during 2006; hurricane-related 
tax relief will reduce revenues by an estimated $7 
billion this year. But paying all claims expected 
under the federal flood insurance program could 


1 . See Congressional Budget Office, The Budget and Eco- 
nomic Outlook: Fiscal Years 2007 to 2016 (January 
2006). 


require a few billion dollars of additional funding 
for that program. Furthermore, the pending .spend- 
ing reconciliation act, if signed into law, would re- 
duce the deficit by about $5 billion in 2006. 

Under the assumptions incorporated in CBO’s 
baseline — in particular, that various tax increases 
occur as scheduled and that discretionary spending 
grows at the rate of inflation — the budget deficit 
totals $270 billion (2.0 percent of GDP) in 2007 
and continues to fall thereafter, essentially reach- 
ing balance in 2012. After that, the budget remains 
close to balance in the baseline, showing small 
surpluses ranging from $40 billion to $73 billion 
through 2016 (the end of the current projection 
period). 

By statute, CBO’s baseline must project the future 
paths of federal spending and revenues under cur- 
rent laws and policies. The baseline is therefore 
not intended to be a prediction of future budgetary 
outcomes; instead, it is meant to serve as a neutral 
benchmark that lawmakers can use to measure the 
effects of proposed changes to spending and taxes. 

Underlying CBO’s baseline projections is a fore- 
cast that the U.S. economy will continue growing 
at a healthy pace throughout calendar years 2006 
and 2007. CBO forecasts that GDP will grow by 
3.6 percent (in real, inflation-adjusted, terms) this 
year and by 3.4 percent next year. That rate of 
growth is projected to slow to an average of 3.1 
percent from 2008 through 2011 and 2.6 percent 
from 2012 through 2016. 

Over the longer term, the aging of the U.S. popula- 
tion combined with rapidly rising health care costs 
will put significant strains on the federal budget, 
which begin to be evident within the projection pe- 
riod. When the first members of the baby-boom 
generation reach age 62 in 2008, they will become 
eligible for Social Security benefits. As a result, 
the annual rate of growth of Social Security spend- 
ing is expected to increase from about 4.8 percent 
in 2008 to 6.5 percent in 2016. 



Tabl^ 1. 

CBO’s Baseline Budget Outlook 
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Total, Total, 

Actual 2007- 2007- 



2005 

2006 

2007 

2008 

2009 

2010 

2011 

2012 

2013 

2014 

2015 

2016 

20X1 

2016 

Total Revenues 

2,154 

2,312 

2,461 

2,598 

2743 

in 

2,883 

Billions of Dollars 

3,138 3,378 3,546 

3,724 

3,912 

4,113 

13,823 

32,496 

Total Outlays 

2,472 

2,649 

2,732 

2,857 

2,984 

3,105 

3,252 

3,340 

3,506 

3,666 

3,839 

4,046 

14,930 

33,328 

Total Deficit (-) or Surplus 

-318 

-337 

-270 

-259 

-24X 

-222 

-114 

38 

40 

57 

73 

67 

-1,107 

-832 

On-budget 

-494 

-518 

-466 

-476 

-474 

-473 

-380 

-238 

-243 

-230 

-218 

-226 

-2,269 

-3,424 

Off-budgef 

175 

181 

196 

217 

233 

250 

266 

276 

283 

288 

291 

293 

1,162 

2,592 

Debt Held by tbe Pi^ic 

at the End of the Year 

4,592 

4,925 

5,204 

5,477 

5,732 

5,967 

6,092 

6,064 

6,032 

5,981 

5,912 

5,848 

aa. 

n.a. 

Total Revenues 

17.5 

17.7 

17.9 

17.9 

180 

As a Percentage of GOP 

18.0 18.7 19.3 19.4 

19.5 

19.6 

19.7 

lai 

18.9 

Total Outlays 

20.1 

20.3 

19.8 

19.7 

19.5 

19.4 

19.4 

19.1 

19.1 

19.2 

19.2 

19.4 

19.6 

19.4 

Total Deficit {-) or Surplus 

-2.6 

-2.6 

-2.0 

-1.8 

-1.6 

-1.4 

-0.7 

0.2 

0.2 

0.3 

0.4 

0.3 

-1.4 

-0.5 

Debt Held by the Public 

at ttie End of the Year 

37.4 

37.6 

37.8 

37.7 

37.5 

37.2 

36.3 

34.6 

32.9 

31.3 

29.6 

28,1 

n.a, 

n.a. 

Memorandum: 

Gross Domestic Product 
{Billions of dollars) 

12,293 

13,082 

13,781 

14,508 

15,264 

16,021 

16,768 

17,524 

18,311 

19,121 

19,963 

20,839 

76,343 

172,101 


Source: Congressional Budget Office. 

Note: n.a. = not applicable. 

a. Off-budget surpluses comprise surpluses in the Social Security trust funds as well as the net cash flow of the Postal Service. 


In addition, because the cost of health care is 
likely to continue rising rapidly, the annual rate of 
growth of Medicare spending is projected to in- 
crease from 7.4 percent in 2008 to about 8.9 per- 
cent in 2016; (Medicare spending is anticipated to 
rise by 17 percent this year and 14 percent in 2007 
as the new prescription drug program gets under 
way.) Rapid growth is also projected for Medicaid 
spending — an average of 8.3 percent annually 
from 2008 to 2016. Under the assumptions in 
CBO’s baseline. Social Security, Medicare, and 
Medicaid together will account for 56 percent of 
all federal spending by the end of the projection 
period (up from 43 percent in 2006), Measured as 
a share of the economy, spending for the three pro- 


grams will equal 10.8 percent of GDP in 2016, up 
from 8.7 percent this year (see Figure 1). 

Beyond 2016, those trends are projected to con- 
tinue. The percentage of the population age 65 or 
older will continue to increase (from 14 percent in 
2016 to more than 19 percent in 2030). In addition, 
no evidence suggests that the growth of health care 
costs, which have risen faster than GDP over the 
past four decades, is likely to slow significantly in 
the future. As a result, spending for Social Secu- 
rity, Medicare, and Medicaid will exert pressures 
on the budget that economic growth alone is un- 
likely to alleviate. A substantial reduction in the 
growth of spending and perhaps a sizable increase 
in taxes as a share of the economy will be neces- 
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Figure 1. 

Spending on Social Security, Medicare, and Medicaid, 1990 to 2016 

{Percentage of gross domestic product) 
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Source: Congressional Budget Office. 


sary for fiscal stability to be at all likely in the 
coming decades.^ 

The Budget Outlook 

In CBO's current baseline, deficits decline gradu- 
ally through 2010, as outlays increase at an aver- 
age annual rate of 4.0 percent and revenues rise by 
5.7 percent a year. Beyond 2010, spending related 
to the aging of the baby-boom generation raises 
projections of the average annual growth of total 
outlays to 4.5 percent. However, revenues increase 
sharply in 2011 and 2012, growing by 8.9 percent 
and 7.6 percent, respectively — under the assump- 


2. For a detailed discussion of the long-term pressures fac- 
ing the federal budget, see Congressional Budget Office, 
The Long-Term Budget Outlook (December 2005), 
Updated Long-Term Projections for Social Security 
(March 2005), and The Outlook for Social Security (June 
2004). 


tion that various tax increases occur as sched- 
uled — and thereby bring the baseline projection of 
the budget near balance. Beyond 2012, revenues 
grow at about the same pace as outlays (roughly 
5 percent a year), which keeps the bottom line 
showing small surpluses through 2016. 

From 2{X)7 through 2016, outlays are projected to 
remain between 19 percent and 20 percent of GDP 
under the assumptions in CBO’s baseline (see 
Figure 2). Mandatory spending (funding deter- 
mined by laws other than annual appropriation 
acts) is projected to grow by 5.8 percent a year — 
faster than the economy as a whole. Discretionary 
appropriations, by contrast, are assumed simply to 
keep pace with inflation and, to a lesser extent, 
with wage growth. Thus, discretionary outlays are 
projected to increase by about 2.0 percent per year, 
on average — a pace less than half as fast as the 
projected rate of growth of nominal GDP and 
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Figure 2. 

Total Revenues and Outlays as a Percentage of Gross Domestic Product, 
1965 to 2016 

(Percent) 
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Source; Congressional Budget Office. 


significantly slower than the average annual rate 
of 4.3 percent over the past 20 years. 

According to CBO’s projections, the structure of 
the tax code and rapid growth in retirement in- 
come will cause revenues to increase faster than 
the overall economy in each year of the projection 
period. In addition, CBO assumes — as rules for 
the baseline require — that the various tax provi- 
sions enacted in the Economic Growth and Tax 
Relief Reconciliation Act of 2001 (EGTRRA) and 
modified by the Jobs and Growth Tax Relief Rec- 
onciliation Act of 2003 (JGTRRA) and by the 
Working Families Tax Relief Act of 2004 
(WFTRA) will expire as scheduled. Many of those 
provisions are set to expire at the end of December 
2010, but some have an earlier expiration date. As 
a result, revenues as a percentage of GDP are pro- 
jected to rise slightly through 2010, from 17.7 per- 


cent to 18.0 percent, and to increase more rapidly 
over the following two years, to 19.3 percent of 
GDP in 2012. By 2016, revenues are projected to 
reach 19.7 percent of GDP. 

In CBO’s baseline, accumulated federal debt held 
by the public (mainly in the form of Treasury se- 
curities sold in the capital markets) equals about 
38 percent of GDP through 2009. Thereafter, pro- 
jections of shrinking annual deficits and small sur- 
pluses diminish the government’s anticipated bor- 
rowing needs, causing debt held by the public to 
decline to about 28 percent of GDP by 2016. 

Relative to its previous baseline projections, 
which were published last August, CBO’s esti- 
mate of the deficit for 2006 has increased by 
$22 billion and its projections of deficits in 2007 
through 2015 have declined by an average of 
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about $100 billion per year? Those revisions re- 
flect no fundamental change in the budgetary and 
economic environment. Indeed, when viewed as a 
percentage of the economy, they represent a differ- 
ence of just 0.5 percent of GDP over the 2006- 
2015 period. 

Most of the changes in CBO’s new baseline stem 
from changes in economic factors that affect reve- 
nues and net interest, which cause the projection 
of the deficit for the 2006-2015 period to decline 
by a cumulative $736 billion. CBO’s projected 
rates of economic growth are about the same as 
those underlying its previous baseline. However, 
higher inflation in the second half of calendar year 
2005, combined with an upward revision to past 
measures of GDP, causes CBO to project higher 
levels of GDP and revenues throughout the projec- 
tion period. In addition, CBO anticipates slightly 
lower interest rates from 2008 through 2015, re- 
ducing projected net interest outlays during that 
time. 

Differences attributed to legislation also have re- 
duced CBO’s projection of the cumulative deficit, 
by $157 billion. The irregular timing and varying 
amounts of supplemental appropriations together 
with the treatment of such appropriations under 
the rules for the baseline explain most of that ad- 
justment. Other, technical adjustments to the 
baseline have had a minimal effect — upward 
changes to both revenues ($151 billion) and out- 
lays ($170 billion) nearly offset each other and in- 
crease the projected deficit by $ 19 billion over the 
2006-2015 period. 

The Economic Outlook 

Economic activity had considerable momentum 
last year, some of which will carry into calendar 
year 2006. CBO forecasts that real GDP will grow 
by 3.6 percent this year and by 3.4 percent in 2007 
(see Table 2). 


i. See Congressional Budget Office, The Budget and Eco- 
nomic Outlook: An Update (August 2005). 


Despite an anticipated weakening in the housing 
market, economic growth will be driven by forces 
already set in motion — firms’ continued need to 
expand productive capacity, solid increases in 
household income and wealth, and the lagged ef- 
fects of declines in the value of the dollar since 
2002, The housing market is expected to cool be- 
cause potential buyers are likely to be deterred by 
concerns about the future growth of home prices 
and by higher interest rates. Business investment, 
however, will continue its recent strength because 
it has not yet fully caught up with the acceleration 
in the growth of demand in 2004 and 2005, The in- 
creases in employment and wages seen last year 
are also expected to continue, with the unemploy- 
ment rate remaining near 5 percent, underpinning 
consumer spending. In addition, the lower value of 
the dollar combined with somewhat stronger eco- 
nomic growth abroad will cause exports to in- 
crease faster than imports (in real terms), CBO 
forecasts, bolstering the economy and keeping the 
U.S, U-ade deficit near its current level. 

Along with healthy growth in demand and output, 
the growth of labor productivity (which usually 
slows in the later stages of economic expansions) 
will remain strong, CBO expects, though not as 
rapid as the extraordinary pace of the past five 
years. Overall inflation (as measured by the con- 
sumer price index) is likely to be lower this year 
than in 2005, when rising energy prices boosted it. 
According to CBO’s forecast, the growth of the 
consumer price index will decline from the 3.4 
percent recorded last year to 2.8 percent in 2006 
and 2.2 percent in 2007. But the core rate of infla- 
tion — which excludes food and energy prices — 
will increase slightly in the near term, from 2.2 
percent in 2005 and 2006 to 2.3 percent in 2007. 
Short-term interest rates are expected to rise in the 
first half of 2006, reaching 4.5 percent. Long-term 
interest rates are also anticipated to rise — to more 
than 5 percent, widening the spread between the 
rates on three-month Treasury bills and 10-year 
Treasury notes that existed in mid-January (when 
that spread was very small). 
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Table 2. 


CBO’s Economic Projections for Calendar Years 2006 to 2016 



Estimated 

2005 

Forecast 

2006 2007 

Projected jUinuai Average 
2008-2011 2012-2016 

Nominal GDP (Billions of dollars) 

12,494 

13,262 

13,959 

16,954 " 

21,064 

Nominal GOP (Percentage change) 

6.5 

6.1 

5.3 

5.0 

4.4 

Real GDP (Percentage change) 

3.6 

3-6 

3.4 

3.1 

2.6 

GDP Price Index (Percentage change) 

2.7 

2.4 

1.8 

1.8 

1.8 

Conajmer Price Index*^ (Percentage change) 

3.4 

2.8 

2.2 

2.2 

2.2 

Q)re Consumer Wee Index'* (Percentage change) 

2.2 

2.2 

2.3 

2.2 

2.2 

Unemployment Rate (Percent) 

5.1 

5.0 

5.0 

5.2 

5.2 

Three-Month Treasury Bill Rate (Percent) 

3.2 

4.5 

4.5 

4.4 

4.4 

Ten-Year Treasury Note Rate (Percent) 

4.3 

5.1 

5.2 

5.2 

5.2 


Sources: Congressional Budget Office: Department of Commerce, Bureau of Economic Analysis; Department of labor, Bureau 
of Labor Statistics; Federal Reserve Board. 

Notes; Percentage changes are year over year. 

Year-by-year economic projections for calendar years 2005 to 2016 appear in Congressional Budget Office, The Budget 
end Economic Outfook: Fiscal Years 2007 to 2016, Appendix E. 

a. Level in 2011. 

b. Level in 2016. 

c. The consumer price index for all urban consumers. 

d. The consumer price index for all urban consumers excluding prices for food and energy. 


Hurricanes Katrina and Rita interrupted the econ- 
omy’s momentum temporarily, They reduced eco- 
nomic growth in the second half of 2005 by about 
0.5 percentage points, in part by pushing up en- 
ergy prices, which had already risen sharply since 
2003. The impact of those natural disasters on the 
overall economy is expected to be relatively brief, 
however. This year, the recovery of energy pro- 
duction, rebuilding, and related activities are likely 
to boost growth by an amount similar to the reduc- 
tion in 2005. 

Beyond 2007, the pace of economic growth will 
probably slow somewhat. The main reason is that 


the labor force is projected to grow less quickly as 
members of the baby-boom generation begin to re- 
tire and as the scheduled expiration of various tax 
provisions in 2011 discourages work by raising 
marginal tax rates. Real GDP is projected to grow 
at an average annual rate of 3.1 percent between 
2008 and 201 1 and at 2.6 percent between 2012 
and 2016, The rate of inflation is assumed to aver- 
age 2.2 percent after 2007; and the unemployment 
rate, 5.2 percent. Interest rates on three-month and 
10-year Treasury securities are projected to aver- 
age 4.4 percent and 5.2 percent, respectively. 
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Senator Conrad. You have done a very good job. 
Chairman Gregg. The hearing is adjourned. 

[Whereupon, at 11:33 a.m., the committee was adjourned.] 

PREPARED STATEMENTS SUBMITTED 



Statement of Michael B. Enzi 


Senate Budget Committee Hearing: 
CBO’s Budget and Economic Outlook 
FY2007-2016 
February 2, 2006 


I would like to thank Acting Director Marron for joining us today. I am looking 
forward to an active year in the Budget Committee as we work toward drafting 
the fiscal year 2007 Budget Resolution. 1 am pleased to hear that the Chairman 
will continue his work in support of fiscal discipline. 

The Senate took an important step in limiting the growth of mandatory spending 
in December by passing the Deficit Reduction Act of 2005, which produced 
nearly $40 billion in savings over 5 years The HELP Committee's contributions 
to the Deficit Reduction package account for approximately 40% of the entire 
savings. 

However, I believe this was Just a down payment. Congress needs to do more to 
contain mandatory spending. CBO is projecting a sharp increase in the amount 
of federal spending needed for Medicare, Medicaid and Social Security. Health 
care costs continue to rise, and our baby boomers are nearing retirement. 

These hearings over the next two months provide essential background for the 
Committee as we prepare to draft the FY2007 Budget Resolution this spring. I 
look forward to your input and thank you again for coming before the Committee 
to testify today. 




THE PRESIDENT’S FISCAL YEAR 2007 BUDGET 

PROPOSAL 


TUESDAY, FEBRUARY 7, 2006 

U.S. Senate, 

Committee on the Budget, 

Washington, DC. 

The committee met, pursuant to notice, at 3:03 p.m., in room 
SD-608, Dirksen Senate Office Building, Hon. Judd Gregg, chair- 
man of the committee, presiding. 

Present: Senators Gregg, Domenici, Allard, Banning, Cornyn, Al- 
exander, Conrad, Murray, Wyden, Johnson, Byrd, Nelson, 
Stabenow, and Menendez. 

Staff present: Scott B. Gudes, Majority Staff Director and Dave 
Pappone, professional staff member. 

Mary Ann Naylor, Staff Director and John Righter, deputy staff 
director & commerce and housing credit. 

OPENING STATEMENT OF CHAIRMAN JUDD GREGG 

Chairman Gregg. We will begin the hearing, and we certainly 
appreciate the Director of the Office of Management and Budget, 
Josh Bolten, being here today, someone whom I have great sim- 
patico for because I think he is the only person in the city who up- 
sets more people than I do just by showing up. Well, actually. Sen- 
ator Banning actually beats us both. 

[Laughter.] 

Chairman Gregg. Director Bolten has a very difficult job in a 
very complex and challenging time, which is putting together the 
budget of the United States. It is always hard to believe that a 
budget that spends $2.7 trillion is attacked for not spending 
enough. And yet that happens. And it is a complex budget in that 
it addresses today’s problems, but it also has to address next year’s 
problems and the year’s after that. 

I want to thank the Director, speaking on behalf of the Presi- 
dent — not me, but the Director representing the President, for hav- 
ing put in play what I consider to be the biggest public policy issue 
which we have as a Nation beyond the question of fighting ter- 
rorism, and that is the issue of how we deal with the retirement 
of the baby-boom generation, which we know is going to cost us an 
extraordinary amount of money as a Nation because the size of the 
generation is so huge, and the effects of that generation’s demand 
on their children and their children’s children relative to services 
for their retirement in the area of pensions and health care is going 
to overwhelm us. 


( 73 ) 
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The estimates from the Comptroller’s office, which is a fair arbi- 
ter on this issue, is that the unfunded liability of Medicare, Med- 
icaid, and Social Security exceeds $47 trillion. That is over the ac- 
tuarial life of those programs, 75 years. That is a hard number to 
comprehend, $47 trillion, but to try to put it in context, all the 
taxes raised in the United States since the beginning of our Gov- 
ernment represent less than $47 trillion. The entire net worth of 
this country — everybody’s car, house, stock, assets — is only $43 tril- 
lion, I believe. So we actually have on the books a debt that ex- 
ceeds our net worth as a Nation. And it is not going down. 

Last year, we put our toe in the water on this issue with a rec- 
onciliation bill which for the first time started to address mandated 
costs, which are health care and pensions. That passed, after a 
long, tortuous route, just a week or so ago, $40 billion over the next 
5 years, a reduction in the rate of growth of the Government. 

It had in it good policy, especially on the issue of Medicaid. This 
committee does not have any jurisdiction over Social Security by 
law. But we do have jurisdiction over the issues of health care, and 
so I respect and thank the administration for being willing to step 
forward on the issue of Medicare this year. Last year, there was 
some reticence to do that. This year, the budget addresses it, using 
what I think are fairly reasonable proposals, especially in the con- 
text of the overall Medicare spending. You are asking for, I think, 
$35 billion in a slowing of the rate of growth of Medicare. That 
means Medicare, instead of growing at 8.1 percent every year for 
the next 5 years, will grow at about 7.7 percent. And those reduc- 
tions in the rate of growth are, as I understand it, a function of 
proposals that came forward from a bipartisan health care policy 
group, MedPAC, which is a highly respected organization and 
which should be listened to. 

So I respect the administration’s proposals there. I also respect 
the fact the administration understands that we are fighting a war 
and we have to do whatever is necessary to give our troops the sup- 
port to accomplish that effort. 

So we have a budget before us that obviously none of us really 
like in concept, but, in fact, it is something that we have to go for- 
ward with. We would rather not have a deficit projection of over 
$400 billion, but we understand, in light of what happened in 
Katrina and in light of the war we are fighting for our own sur- 
vival as a Nation, that there are expenses we have to incur. 

But we also have a budget that at least sets us on a policy road 
to try and address what I consider to be our biggest public policy 
issue, which is the question of how we deal with the responsibility 
of paying for the next generation that is about to retire, the baby- 
boom generation. 

So I congratulate you for that, and I thank you for being willing 
to take the time to appear before this committee, and I will turn 
to the Senator from North Dakota for his thoughts, and an occa- 
sional chart, I am sure. 

[Laughter.] 

Chairman Gregg. Then we will hear from the Director. 
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OPENING STATEMENT OF RAN K ING MEMBER KENT CONRAD 

Senator Conrad. First of all, thank you, Mr. Chairman. Thank 
you for calling this hearing. Thank you, Mr. Director, for being 
here. It is always good to see you, and I enjoyed our visit the other 
day as well. 

I think you know pretty much my criticism of the budget is that 
it is really not coping or facing up to the fiscal imbalances that we 
face as a Nation. In fact, I think the President is doing an enor- 
mous disservice to the country by not putting before the American 
people how serious these long-term challenges really are. 

Let me just point out that these are the things left out of the 
President’s budget. He does not have full 10-year numbers. He does 
not have Iraq war costs beyond 2007. He does not have the cost of 
fixing the alternative minimum tax. And he does not have spending 
policy details beyond fiscal year 2007, something that has typically 
been provided. 
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Ongoing Iraq Costs Beyond FY 2007 

AMT Reform Beyond FY 2006 

Spending Policy Details Beyond FY 2007 
(Discretionary) 
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Let’s go to the next slide, if we could. 

The long-term war costs are substantially underfunded. The 
President has $120 billion in 2006 and 2007. The Congressional 
Budget Office says the additional outlays that are necessary are al- 
most $300 billion. 
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Let’s go to the next. 

Probably the area that the President is, I think, doing the poor- 
est job in alerting the American people as to the full costs of his 
proposal is in the area of extending his tax cuts and the other tax 
cut proposals that he has made. This dotted line is the 5 years of 
the budget. You can see the President’s tax cut proposals explode 
beyond the 5-year budget window, and this pattern is very con- 
sistent, whether it is war costs or the tax cut or — let’s go to the 
next slide — the alternative minimum — the cost of reforming the al- 
ternative minimum tax, the old millionaires’ tax, it is now rapidly 
becoming a middle-class tax trap. The President has no funding for 
AMT reform beyond fiscal year 2006. So he is not facing up to any 
of this cost. It is $1 trillion with debt service, 10-year cost. It is not 
in the President’s budget. That is not a real budget. 
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Let’s go to the next. 

The President says, well, don’t worry, we are going to cut the def- 
icit in half over the next 5 years. That is this projection. But when 
you add back the things he has left out — the full costs of the war, 
the need to fix the alternative minimum tax, the full cost of his tax 
cuts — this is the pattern that we see. And the deficit gets a little 
bit better between now and 5 years from now, but then it falls off 
the cliff. 



83 


IP? 

Uong-Term Budget Outlook 


($ in billions) 



Source: OWIB, CBO, SBC Democratic staff 

Note: Bush FY 2007 Budget extended over ten years 

with AMT reform and ongoing war costs. 

' Z''6/06 



84 


Let’s go to the next. 

This is what the President said in 2001: “My budget pays down 
a record amount of national debt. We will pay off $2 trillion over 
the next decade. That will be the largest debt reduction of any 
country ever.” 

Then he said something I agree with very strongly: “Future gen- 
erations should not be forced to pay back money that we have bor- 
rowed. We owe this kind of responsibility to our children and 
grandchildren.” The words were good. The performance has not 
been good. 



Bush Administration on Importance 
of Paying Down Debt 


“...(M)y budget pays down a record amount 
of national debt. We will pay off $2 trillion of 
debt over the next decade. That will be the 
largest debt reduction of any country, ever. 
Future generations shouldn't be forced to 
pay back money that we have borrowed. We 
owe this kind of responsibility to our children 
and grandchildren.” 

-President George W. Bush 
Radio Address 
March 3, 2001 
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This is my final point. This is what has happened since the 
President took office on the debt. There is no paydown of debt 
going on here. The debt is exploding. At the end of his first year 
in office, the debt was $5.8 trillion. That has gone up. At the end 
of this year it will be $8.6 trillion, and our projections now say in 
the next 5 years, if the President’s policies are followed, the debt 
will reach $12 trillion — a doubling of the national debt — a dou- 
bling — before the baby boomers retire. That to me is a course that 
just is not sustainable, and it should not be supported. 
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I thank the Chair. 

Chairman Gregg. Thank you, Senator Conrad. 

We would like to hear from the Director now. Give us your 
thoughts, and then we will ask you some questions. 

STATEMENT OF HON. JOSHUA BOLTEN, DIRECTOR, OFFICE OF 
MANAGEMENT AND BUDGET 

Mr. Bolten. Mr. Chairman, Mr. Conrad, other distinguished 
members of the committee, the President’s 2007 budget, which I 
transmitted to the Congress on the President’s behalf on Monday, 
meets the priorities of the Nation and builds on the progress of the 
last 5 years. 

Before getting to the 2007 budget, I would like to take a moment 
to review the substantial accomplishments in spending restraint we 
were able to achieve together over the past year. We have put up 
on the screens for you, Mr. Chairman — and I thank you for the 
technology. 

Chairman Gregg. This is a very high-tech committee. 

Mr. Bolten. It is indeed, sir. 
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Last year’s budget, the 2006 budget of the President’s, had four 
major objectives: 

First, the President proposed to hold growth in overall discre- 
tionary spending below the rate of inflation. 

Second, he proposed an actual cut in the non-security portion of 
discretionary spending, the first such proposal since the Reagan ad- 
ministration. 

Third, he proposed major reductions or eliminations in 154 Gov- 
ernment programs that were not getting results or not fulfilling es- 
sential priorities. 

And, fourth, he proposed reforms in mandatory programs to 
produce $54 billion in savings over 5 years. 

The Congress substantially delivered on all four of these objec- 
tives, as the chart on your screen shows in the second column. I 
would like to thank you, Mr. Chairman, in particular, and the 
members of this committee for your leadership and dedication in 
helping achieve those goals that are reflected in the second column 
on the chart on the screen. 

When President Bush gave me guidance on what the 2007 budg- 
et should look like, he directed me to build on last year’s progress 
by focusing on national priorities and tightening our belt else- 
where. He told me to give our troops and those who defend our se- 
curity what they need to fight and win the global war on terror. 
And he emphasized that the 2007 budget must support our pro- 
growth economic agenda. 

In particular, he said we should maintain our economic strength 
by extending the tax relief that has fueled our economic expansion 
and by aggressively restraining spending. Yesterday, I presented 
on the President’s behalf a budget that does just that. 

In the past 5 years, our economy suffered a historic series of 
shocks, starting with the recession and the terror attacks of 2001 
and continuing through the hurricanes of last summer. Those 
events had profound impacts on job creation and on the fiscal out- 
look. 

Despite these challenges, thanks to the productivity and hard 
work of the American people, our economy, as the chart on the 
screen now shows, is expanding at a healthy pace. In 2005, the 
economy grew by an estimated 3.5 percent — the third consecutive 
year of healthy growth. And as you can see on the chart, we project 
ongoing economic strength for the next several years. Economic ex- 
pansion has produced more than 4.7 million new jobs since May 
2003, reduced the unemployment rate to 4.7 percent, and raised 
homeownership to all-time highs. 
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This economic growth would not have been possible without the 
tax relief that you in the Congress passed and the President 
signed. The tax cuts — which were fully implemented in May 2003 — 
have been critical to helping the economy recover from the reces- 
sion and terrorist attacks of 2001 — and then helping the economy 
to continue expanding despite the hurricanes and high energy 
prices of the past year. 

With the tax cuts fully implemented in 2003, the economy re- 
sponded strongly and tax receipts rebounded. As you can see on 
this chart, receipts grew substantially in 2004. What that reflects 
is 5.5 percent growth between 2003 and 2004. In 2005, receipts 
jumped by a remarkable $274 billion, or 14.5 percent, the largest 
increase in 24 years. These recent gains in receipts confirm that a 
strong economy is the most important factor in reducing the deficit. 
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Cutting the Deficit in Half 
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The chart on the screen now shows our progress in bringing 
down the deficit. Since the President set a goal of cutting the def- 
icit in half from its projected peak in 2004 of 4.5 percent of GDP, 
the deficit has come down markedly. The final 2004 deficit was 3.6 
percent of GDP, and fueled by the surge in receipts I just men- 
tioned, the 2005 deficit fell further to 2.6 percent of GDP. 

Although revenues are projected to continue to rise in 2006, the 
deficit for the current fiscal year is now projected to come in at 3.2 
percent of GDP, or in nominal terms, $423 billion, which is more 
than previously expected. This is in significant part due to the un- 
anticipated spending associated with the relief and recovery efforts 
from Hurricanes Katrina and Rita. While this increase in the def- 
icit is unwelcome, at 3.2 percent of GDP that projected deficit 
would be well within the historical range and smaller than the def- 
icit in 11 of the last 25 years. 

More importantly, we project that if the policies in the Presi- 
dent’s budget are adopted, the deficit will return to its downward 
trajectory. We forecast a decline in the 2007 deficit to 2.6 percent 
of GDP. By 2009, the deficit is projected to be cut by more than 
half from its projected peak to just 1.4 percent of GDP, well below 
the 40-year historical average of 2.3 percent of GDP. 

In order to keep the deficit on this declining path, we must con- 
tinue to do two things: first, keep the economy growing; and, sec- 
ond, restrain spending. 

First, the 2007 budget supports continued economic growth by 
proposing to make permanent the tax relief signed into law by the 
President in 2001 and 2003. Some have argued that we should let 
the tax relief expire. A tax increase is the wrong prescription, not 
only for the Nation’s economic health, but for the Treasury’s fiscal 
health as well. 

We are not an undertaxed society. By rejecting tax increases on 
families and small businesses, this budget will help keep the econ- 
omy on a continuing course of job creation and strengthen the foun- 
dations for long-term growth. 

The second critical component of deficit reduction is a vigorous 
policy of spending restraint. Similar to last year, the 2007 budget 
again holds overall discretionary spending growth below the rate of 
inflation. That is reflected in the last column on the chart on the 
screen now. It again proposes a cut in non-security discretionary 
spending. It calls for major reductions in or total eliminations of 
141 Federal programs, saving nearly $15 billion. And it continues 
our efforts to slow the growth in spending on mandatory programs, 
by proposing $65 billion in savings over 5 years. 
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These efforts to restrain the growth in mandatory spending are 
vital — not just for our near-term deficit reduction efforts, but espe- 
cially for the long term. The chart on the screen now displays our 
long-term situation. Toward the end of the next decade, deficits 
stemming largely from entitlement programs such as Social Secu- 
rity and Medicare will begin to rise indefinitely. No plausible 
amount of spending cuts in discretionary programs or tax increases 
could possibly solve this problem. 
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The President has shown a willingness to take on these future 
unfunded obligations and to propose long-term reforms. This year’s 
budget proposes $36 billion in savings from Medicare and includes 
proposals that pave the way for additional reforms in the future. 
As with Social Security and Medicaid, we do not need to cut Medi- 
care, but we do need to slow its growth. And this budget beings to 
do just that. 

In addition, the 2007 budget contains proposals to significantly 
improve the budgetary process. The budget proposes discretionary 
spending caps as well as restraints on new mandatory spending. 
The administration is also pleased that the congressional leader- 
ship is focused on the need for reform of earmarks in the budget 
process. One way we can address the excessive use of earmarks to- 
gether is by Congress giving the President the line-item veto. 

The 2007 budget, Mr. Chairman, also continues our efforts to im- 
prove performance and make sure the taxpayers get the most for 
their money. Using the President’s Management Agenda, 0MB 
measures success not by good intentions or by dollars spent but, 
rather, by results achieved. 

As part of these efforts, 0MB introduced just yesterday a new 
website called ExpectMore.gov. ExpectMore.gov allows taxpayers to 
review the 0MB assessments of nearly 800 Federal programs. You 
can search the programs by rating, topic, or by a simple keyword. 
I urge you and your staffs to make use of this new resource. 

This management agenda, coupled with the restraint reflected in 
the President’s 2007 budget, will help ensure that taxpayer dollars 
continue to be spent wisely, or not at all. 

Mr. Chairman, I would be happy to take your questions. 

Chairman Gregg. Thank you. Could you leave that chart up, 
that last chart you had, present trends are not sustainable? 

Picking up on that point, if you look at this chart — and your 
black line is historic revenues, obviously. 

Mr. Bolten. Yes. Historic revenues are about 18.2 percent of 
GDP. 

Chairman Gregg. It is fairly obvious that at some point in the 
not too distant future — within all of our lifetimes in this room, 
theoretically — we are going to have a cost of Government as a re- 
sult of mandatory spending that exceeds the historic revenues of 
tax revenues, correct? 

Mr. Bolten. Correct. At some point, and on this chart 

Chairman Gregg. About 2035. 

Mr. Bolten. About 2035, we would need to spend all of our reve- 
nues just to pay for the mandatory programs with money left for 
nothing else. 

Chairman Gregg. And that would mean we would have no 
money left for national defense, for building roads, for environ- 
mental protection, for education. 

Mr. Bolten. Correct. 

Chairman Gregg. Because those are mandatory programs. And 
so the way out of that is either, one, to raise the historic revenue 
obligation of people, which would mean dramatically increasing 
taxes on our children and grandchildren, right? 
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Mr. Bolten. I suppose, although I don’t think there is any prece- 
dent in history for tax rates at the level that would be necessary 
to actually close the gap. 

Chairman Gregg. So you essentially cannot tax your way out of 
this. 

Mr. Bolten. I do not believe so, and the damage to the economy 
would be enormous and would probably affect revenues in the long 
run. 

Chairman Gregg. So the way you need to address this is by re- 
forming the programs that are going to basically drive this issue, 
which is the major entitlement programs of Social Security, Medi- 
care, and Medicaid. 

Mr. Bolten. Absolutely, Mr. Chairman. 

Chairman Gregg. And your budget really does not do a whole 
lot in this area, but it does more than anybody else has attempted 
to do, so I congratulate you for that, which is $35 billion in the 
Medicare accounts. 

Can you explain to us what the policy is behind that proposal, 
where it came from and why you think it is reasonable to make 
that type of change and what the base is? In other words, that $35 
billion over 5 years compares to total Medicare spending of how 
much over 5 years? 

Mr. Bolten. I don’t recall the total Medicare spending. One of 
my colleagues may be able to give that to us. But on the 10-year 
window that we looked at, if the President’s Medicare proposals 
were adopted, the rate of annual growth in Medicare spending 
would decline over the next 10 years from about 7.8 percent per 
year to about 7.5 percent per year. So it is a relatively modest de- 
crease in a very rapidly growing program. 

Most of the savings in the $36 billion that the administration has 
proposed — and that is a 5-year number, the $36 billion savings is. 

Chairman Gregg. So it works out to about $7 billion a year. 

Mr. Bolten. Roughly, over the 5 years, although it expands in 
the later years. 

Chairman Gregg. Right. 

Mr. Bolten. Most of the 5 year savings, that we would achieve 
in our proposals would come from a very modest reduction in the 
market basket by which the Medicare providers are given their an- 
nual update. The proposals that we carry in the reduction in the 
market basket were recommended by or build upon the themes of 
the independent MedPAC Commission, which, as you know, Mr. 
Chairman, is an independent Commission that is appointed by the 
Comptroller General of the United States and makes its own rec- 
ommendations. The kinds of savings we are proposing 

Chairman Gregg. On MedPAC, I think it is important to under- 
stand who the MedPAC group is, because this is where the essence 
of your proposal comes from. They are health care professionals 
and policy professionals. They are not in any way partisan. Is that 
correct? 

Mr. Bolten. No, and they have no connection to the executive 
branch that I am aware of. 

There are several other proposals within the Medicare $36 billion 
that we have on the table. For example, we are proposing that clin- 
ical laboratory services be handed out on a competitive basis, which 
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is not required to happen now. Most of those are relatively small 
in comparison to the market basket changes we are talking about. 

I should emphasize, in closing my response on this point, Mr. 
Chairman, that your initial point is just right. This is just a down- 
payment on the broader reform that needs to be undertaken in 
Medicare. This is a modest first step that I hope we can all agree 
on and then come together on more fundamental reform that is 
needed to really change the trajectory of that first chart you asked 
me to put back up. 

Chairman Gregg. Well, I think that is important to understand, 
and I think that chart there — for anybody who is involved in public 
policy and has an obligation to the next generation — and it is really 
our generation that has created the problem, the baby-boom gen- 
eration. That chart there is a stunning statement of what we need 
to confront. And if we leave this job of public policy without having 
confronted that, we won’t have done our job but, more importantly, 
we will have given our kids a very difficult hand to deal with in 
their future. 

At this point I yield to the Senator from North Dakota. 

Senator Conrad. Let me just that this is the point on which we 
agree. I agree with the chairman completely in terms of we are on 
a course that is not sustainable, and my deep regret is I think the 
President’s budget does nothing to get us on a more sustainable 
course. In fact, as I examine the President’s budget, I think he 
makes the situation a whole lot worse when you put in the things 
he has left out. 

Let me ask you this: What was the gross debt of the United 
States when the administration came into office? 

Mr. Bolten. I believe you had the figure on your chart, Mr. 
Conrad. 

Senator Conrad. Would you agree with that figure? 

Mr. Bolten. I don’t have any basis to disagree with it. I always 
enjoy your charts. 

Senator Conrad. The debt was $5.8 trillion at the end of his first 
year. I do not hold him responsible, obviously, for the first year be- 
cause other policies were in place. But since that time, he said we 
were going to have maximum paydown of the debt, but here is 
what has actually happened. Year over year, the debt just goes up, 
up, and up. And at the end of this year, can you tell us what you 
think the debt will be at the end of this year? 

Mr. Bolten. I don’t have any reason to disagree with what is on 
your chart, Mr. Conrad. 

Senator Conrad. $8.6 trillion. We are just under $8.2 trillion 
today and headed for $8.6 trillion at the end of this year. That is 
the projection. Maybe actually somewhat more than that. 

What is your projection for 2011? 

Mr. Bolten. $11.5 trillion is the projection we hold. 

Senator Conrad. We actually see the debt somewhat more than 
you are projecting by 2011. We think it is going to be $12 trillion. 

But let’s take your projection. The debt of the country will more 
than have doubled during this administration. In other words, it 
took 224 years to run up over $5 trillion of debt, and in the next 
10 years — the 8 years of this administration included in that 10 
years — the debt will more than double. Isn’t that right? 
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Mr. Bolten. When you combine the debt held by Government ac- 
counts and publicly held debt, yes. 

Senator Conrad. Well, to me that is 

Chairman Gregg. Are you giving us a couple extra years in this 
administration, to 2011? 

[Laughter.] 

Senator Conrad. No, but, you know, this is their 5-year budget. 
It is not anybody else’s. It is theirs. They are putting us on a 
course to run up the debt in this way. 

To me, it is just a failing grade. It is a failing grade. This admin- 
istration proposes more spending and more tax cuts when we can- 
not pay our bills already. And the result is the debt is jumping very 
dramatically. This is what the debt is doing. Let’s show that other 
chart. 

Increasingly, this debt is being bought by foreigners. When we 
hold a bond auction, increasingly the debt is being bought by these 
countries: Japan, now over $680 billion; China, over $250 billion. 
Have we got that other chart that shows how the debt is — yes, that 
one right there. 

This is debt held abroad. It took 224 years and 42 Presidents to 
run up $1 trillion of debt held by foreigners. This President has 
more than doubled it in 5 years. 

Mr. Director, in your judgment, is this a sustainable pattern? 

Mr. Bolten. No, absolutely not, Mr. Conrad, and I am glad you 
are focusing on debt, on the long-term debt situation, because that 
is where our problem is. But the problem is not one of discretionary 
spending accounts. It is not one of being undertaxed. The problem 
and the reason why we have this exploding debt situation going out 
indefinitely into the future is a problem of the entitlement pro- 
grams that I have been just been addressing with the chairman. 

Now, the President has put on the table measures to address the 
fundamental problems in our entitlements. He put on the table last 
year fundamental Social Security reform. We didn’t get very far 
with it, but as the President said in his State of the Union, this 
problem is not going away, and the President is 

Senator Conrad. Well, let me just ask you, on that proposal, did 
that increase the debt or reduce the debt? 

Mr. Bolten. Over the long term, that proposal would have put 
Social Security on an entirely sustainable basis. 

Senator Conrad. Well, you are talking a long term in which ev- 
erybody is dead. In the foreseeable future, what that proposal did 
was add another $800 or $900 billion to the debt because it 
doesn’t — you know, the President, he has a bad habit here. This ad- 
ministration has a bad habit. Every question, the answer is to bor- 
row money. We are going to have tax cuts? We are borrowing the 
money from China and Japan to give tax cuts here. You need more 
money for defense? We borrow money from China and Japan. 

I tell you, that to me is not a way to strengthen the country. And 
when we talk about it is all on the spending side of the equation, 
that is not what the evidence reveals. This is going back to 1980. 
The red line is the spending line. The green line is the revenue 
line. The red line was coming down each and every year until this 
administration. Under this administration’s watch, spending has 
jumped. 
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On the revenue side of the equation, the revenue was going up 
until this administration, and the revenue side of the equation has 
collapsed. The result is massive deficits. This gap represents the 
difference between what we are spending and what we are raising. 
And under this administration, you keep spending more, but you 
are not raising the money to pay for the spending. 

Let me just conclude on this thought: instead of raising taxes as 
the first notion of how to get additional revenue, I wish we were 
more aggressively going after this tax gap, the difference between 
what is owed and what is being paid. 

Could you tell us, how big is that tax gap now a year in your 
estimate? 

Mr. Bolten. Mr. Conrad, you will be more familiar with the esti- 
mates than I because you follow them very closely. I know Commis- 
sioner Everson has presented some estimates that run into the 
hundreds of billions of dollars of money that we should be col- 
lecting in revenues and are not. We are making strenuous efforts 
to try to close that gap. We have put proposals into our budgets 
in the last several years to improve enforcement. A lot of it means, 
though, going after a fairly heavy dose of fraud that is going on in 
the Medicare and the Medicaid programs, in the earned income tax 
credit. We do need to dig in on all of those measures, and I am very 
encouraged by your interest in closing that gap because the admin- 
istration shares that interest completely. 

Senator Conrad. Let me just say that the proposal from the ad- 
ministration is to collect about one in every 1,000 of those dollars. 
We have to do better than that. 

I thank the chairman. 

Chairman Gregg. Thank you. 

Senator Bunning. 

Senator Bunning. Thank you, Mr. Chairman. First of all, I 
would like to put a statement into the record. 

Chairman Gregg. Of course. 

[The prepared statement of Senator Bunning follows:] 
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STATEMENT FOR SENATOR RUNNING 
SENATE COMMITTEE ON THE BUDGET 
THE PRESIDENT’S FISCAL YEAR 2007 BUDGET PROPOSAL 


Thank you, Mr. Chairman. 


7 FEBRUARY 2006 





Last week was historic. Thanks to the leadership of Chairman Gregg and others, the U.S. Congress 
sent to the President the first reductions in mandatory' spending in almost 1 0 years. 


Reviewing the budget projections presented to us by 0MB and by CBO presents us with some 
.sombering information about the future of entitlements in this country. C.B.O. tells us that spending 
for just Social Security, Medicare and Medicaid will equal 8.7% of G.D.P. this year. That number is 
expected to grow to almost 1 1% by 2016. These three programs currently account for 43% of the 
federal budget and that number will rise to 56% in 10 years. 


We spend most of our time on this committee talking about discretionary spending. But we must never 
lose sight of the fact that discretionary spending accounts for less than half of the total federal budget. 
The entire budget is the responsibility of this committee and we must keep the entire budget in mind 
this year, as we did last year. 

Therefore, once again we must examine mandatory spending. We took a hard look at this area last 
year, resulting in the Reconciliation bill that was sent to the President last week. Our Chairman has 
made clear that he is willing to continue to look at this often-ignored part of the budget and I support 
his plan to put these entitlement items on the table and examine them. 

Congress must also take a hard look at our Social Security system and make some reforms. In just 
over a decade, Social Security will begin paying out more in benefits than it collects In revenue. By 
the year 2041, the program will be insolvent. Without any reforms, the current system has an 
unfunded liability of over ten trillion dollars. We ow'e it to our children and grandchildren to have an 
honest debate on this issue and put this program on a financially sound path. 

1 thank Director Bolton for the hard work and dedication of his office and for his willingness to appear 
before us today to explain the most recent analysis in detail. 


Thank you. 
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Senator BuNNiNG. Josh, as released yesterday, in the budget for 
international affairs, the West Bank and Gaza are slated to receive 
$150 million. Is this funding going to he reviewed by the adminis- 
tration in light of the Hamas win in the recent Palestinian legisla- 
tive council elections? 

Mr. Bolten. Yes, Senator. The budget was put to print before 
the elections were held. We are going to put a pause on that 
money, review it. Bear in mind that what is in the budget is 2007 
money, so it would not 

Senator Bunning. I understand. 

Mr. Bolten. So it would not be money that would be available 
for some time. So we do have time to make an assessment of the 
situation 

Senator Bunning. We do, too, and that is why 

Mr. Bolten. By “we,” I meant the administration and the Con- 
gress, and I imagine that that will be a subject of intense review. 
Under present circumstances, I would expect that Secretary Rice 
would want that to be reconsidered. 

Senator Bunning. Just reading and listening to what she has to 
say. 

Mr. Bolten. Yes. 

Senator Bunning. Also, the National Flood Insurance Program 
was created to generate enough revenue through premium dollars 
to prevent taxpayers from paying for disaster-related assistance 
due to flooding during an average flood loss year. Claim payments 
for flood damage from Hurricane Katrina will surpass any previous 
payments from the program at an estimated $23 billion. Under the 
current structure, assuming no major floods, it would take the pro- 
gram decades to repay the United States Treasury the necessary 
funds to pay off these claims. 

What changes would you suggest to improve the soundness of 
this program? 

Mr. Bolten. Senator, you are raising a very important issue that 
I think has been underappreciated in the context of the Katrina de- 
bate. It is an unsound system as it now stands. The Congress 
adopted last year $18 billion in borrowing authority for that pro- 
gram to meet its immediate needs. We need to go forward now in 
the next couple of weeks, I understand, to provide additional funds 
so that the Flood Insurance Program can pay off the legitimate 
claims that are now being made on it. 

The administration has sent forward proposals for fundamental 
reform in that program, which I anticipate will have to involve a 
reassessment of how we are calculating the premiums that people 
need to pay 

Senator Bunning. We had a hearing today in 

Mr. Bolten [continuing]. And what the Federal liabilities need 
to do. 

Senator Bunning. — Banking, so I know it is very important, but 
we have to have a pay-as-you-go program, and we are not getting 
it done. 

In 2004, CBO estimated that capital gains liabilities for 2004-05 
would be $98 billion, a $27 billion decrease from earlier projections 
made for those 2 years. When we look at CBO’s most recent report, 
it shows payments from capital gains taxes for $151 billion for 
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2004 and 2005, significantly higher than CBO estimated this time 
last year. I understand that when Congress cut capital gains in 
1997, actual 1997-98 capital gains revenue were about 11 percent 
higher than the original CBO estimates. Can you make a comment 
about this, please? 

Mr. Bolten. I can. Senator. What those data points reflect is 
that lowering the capital gains rate has had a very strong stimula- 
tive effect, not just on economic activity but also, it turns out, in 
our Federal revenues. One of the reasons why we had that spectac- 
ular increase in revenues in 2005, almost at 15-percent increase in 
revenues, was because we had much stronger than expected capital 
gains receipts. That is good news for the economy and one way that 
the tax cuts that you and the President have put in place have 
done a good job not only in restoring economic health but fiscal 
health to our economy. 

Senator Bunning. Thank you very much. I yield 5 seconds. 

Chairman Gregg. Thank you. That is extremely generous. 

Senator Wyden. 

Senator Wyden. Thank you, Mr. Chairman. 

Mr. Bolten, welcome. Given the administration’s interest in hold- 
ing down the costs of entitlement programs, are you all willing to 
reconsider your opposition to lifting the restriction in Medicare so 
that Medicare can bargain to hold down the costs of medicine? It 
seems to me a particularly appropriate time for you all to re-exam- 
ine this. We got 51 votes in the Senate as of the last vote for this. 
As you know, there have been huge problems in rolling out this 
benefit in the first few months. Are you willing to work with us on 
a bipartisan basis to re-examine the administration’s position with 
respect to bargaining power in Medicare? 

Mr. Bolten. I am going to let Secretary Leavitt engage in the 
detailed discussions with you, but when last I spoke to him, my un- 
derstanding was that our assessment was that it would not, in fact, 
save the Medicare system money to allow the Medicare program 
itself to come in and buy the drugs. 

We are finding that the 

Senator Wyden. That is just factually wrong. There is a CBO let- 
ter that says on single-source drugs alone, there would be savings. 

Mr. Bolten. I do not believe the administration agrees with 
that, but I will let Secretary Leavitt take it up with you directly. 
But something we are finding is that the Medicare Part D program 
is costing less than originally anticipated, and part of it is because 
of the competition that is occurring in the private sector, with the 
private sectors providers now engaged in delivering those services 
to our seniors. So that aspect of the program seems to be working 
pretty well. 

Senator Wyden. I am going to move on. Let’s see what the costs 
are when people who are not automatically signed up start making 
these 

Mr. Bolten. I should say the jury is still out on how well the 
costs are going to come down, but the initial signs are hopeful. 

Senator Wyden. The Bush budget proposal requires Bonneville 
Power to make additional payments to the Treasury if the agency’s 
revenues from power sales exceed $500 million per year. Now, out 
in our region, folks really say this is sort of like Government loan- 
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sharking. It would be requiring somebody to pay more in loan fees 
just because they are making more money. 

Now, my question is: Because the President says if you do not 
extend his expiring tax cuts, that is a tax increase. Wouldn’t it be 
correct under that reasoning that the administration’s budget pro- 
posal for Bonneville is a rate increase because you are not extend- 
ing a current policy that keeps Bonneville’s rates from going up in 
the future? 

Mr. Bolten. No, I don’t think so. What the policy does is say 
that if — and I am sure. Senator — you and I have had a chance to 
talk about this in the past some, but what the policy does is say 
that the Bonneville rates within the customer area are substan- 
tially below those in the neighboring districts, that when Bonne- 
ville sells power into those other districts at prices that are well 
above its costs — I think into California it is about twice its costs 
right now — the additional revenue that comes in to Bonneville from 
that can be used, as it has been, to lower the rates even further 
for Bonneville customers, which is a good thing. We like to see low 
energy rates for everybody in the country. But what we are asking 
is, that when those revenues exceed $500 million a year, that the 
extra money be used to pay down Bonneville’s Treasury debt, 
which we believe in the long run will enhance the soundness and 
stability of BPA and make it possible, with some ancillary pro- 
posals for BPA, to make investments in an infrastructure that in 
the long run will actually reduce the rates for Bonneville cus- 
tomers. 

I think this is a sound Government proposal that will not have 
any significant detrimental effects on Bonneville’s customers even 
in the short run. 

Senator Wyden. You will find unanimous opposition in our re- 
gion, Democrats and Republicans, to your views on that. 

One last question, if I might. Why are you all upending the most 
successful forestry law in decades? The Forest Service itself says 
that our county payments law, which is the law, of course, that re- 
places the money we used to get through Federal timber receipts, 
has brought together people who have never talked before — the 
timber industry, the environmentalists, local government. 

Your proposal would cut the revenue by more than 50 percent. 
We are very concerned about the prospect of an ideological fight 
through these land sales. I would just like you to set out for the 
record. Why do you all want to, as the kids say, “mess with suc- 
cess”? 

Mr. Bolten. Senator, the original program was designed to be a 
transitional program to assist those communities that were hard 
hit by the sudden drop-off in timber receipts. It has been successful 
in that regard. 

The administration believes that we can carry through that suc- 
cess with our proposal, which is to reauthorize the law, which does 
expire. Going back to our conversation about expiring and not ex- 
piring, this program was intended to expire. It does expire. The ad- 
ministration is proposing that it be continued at a phasing out rate 
of subsidy to these communities. We believe that this can be done 
responsibly and that it can be done on a revenue neutral basis if 
we make available Forest Service lands that are unwanted, iso- 
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lated, unused, and so on. We think that this can all he done re- 
sponsibly within a responsible budget, because all of the difficulties 
I have talked about with the chairman and Mr. Conrad and the 
other members suggests that we are in a constrained budget situa- 
tion. We need to achieve savings where we can, and this is an area 
where we believe we can responsibly go forward with the program 
but do it on a revenue-neutral basis. 

Chairman Gregg. Senator Alexander. 

Senator Alexander. Thank you, Mr. Chairman. 

Director Bolten, thank you for coming. Senator Conrad was talk- 
ing about bad habits. I wanted to congratulate you for encouraging 
us toward some good habits last year with the suggestion that we 
slightly restrain the growth of Medicaid and the suggestion this 
year that we slightly restrain the growth of Medicare. And I would 
urge for your consideration as a part of the management part of 
your job S. 489, which is a bill sponsored by Democrats and Repub- 
licans that would give States and local governments more ability 
to terminate outdated Federal court consent decrees so that as we 
change our policy and our rules, they are able to respond and set 
their own priorities. 

But it was after these hearings last year that I sat down with 
Senator Domenici and Senator Bingaman, and we said to ourselves 
if all we do over the next 10 years is spend our money on war, wel- 
fare, Medicare, Medicaid, disasters, and debt, we are not going to 
have an economy strong enough to pay for all those urgent needs. 
And we asked the National Academy of Sciences exactly what 
should we do to keep our edge in science and technology so we can 
keep our jobs from going overseas and so we can have the kind of 
weaponry we need to win the war against terrorism and the tech- 
nology to deal with health care. And I am very pleased that the 
President is off to a good start, and in the Senate we now have 60 
Senators — 30 Democrats, 30 Republicans — in support of the rec- 
ommendations of the National Academies. 

I wondered if you would want to comment on the rationale for 
the good financial start for that initiative in this tight budget and 
the level of the President’s ongoing commitment to this competi- 
tiveness issue. 

Mr. Bolten. Yes, Senator Alexander, thank you. And thank you 
for your and Senator Domenici’s commitment to the competitive- 
ness of this country and to the initiative that the President in- 
cluded in his State of the Union address and that is prominent in 
our budget. The conversations that the two of you have had directly 
with the President I know were substantial contributors to the 
final result. 

The President’s proposal is recognizing that a critical part of 
maintaining our competitive edge in an increasingly competitive 
world is that we continue to lead in basic science, which is the un- 
derpinning of all of the major technological advances that have 
made this economy the envy of the world. 

To that end, the President’s proposal is that over the next 10 
years we double funding to those successful agencies that are at 
the core of Government’s basic science research — the National 
Science Foundation, the Department of Energy’s Science Program, 
and NIST at the Commerce Department. So the President’s budget 
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proposal reflects progressively over time, over the next 10 years, a 
doubling of spending in those areas. We believe that that is money 
very well spent, particularly because these science programs, if 
they can avoid earmarks, are done on a competitive basis. And they 
do a very good job, when they are left with a free hand, of handing 
out money to the most promising scientific projects. 

Second, the initiative involves a permanent extension of the re- 
search and experimentation tax credit, which has been so impor- 
tant to private industry. And, third, the initiative involves an edu- 
cation element that you and Senator Domenici and others, includ- 
ing Norm Augustine, the Chairman of the National Academy of 
Sciences panel that you helped get underway and bring prominence 
to. This country is falling behind in math — has fallen behind in 
math and science education for our children. The President’s budg- 
et includes a $380 million investment in improving math and 
science education in the United States and ensuring that those who 
have an interest in math and science have an opportunity to pur- 
sue those interests in higher education. 

Senator Alexander. Thank you very much. I have one other 
short question. I believe I see in the budget that there is no fund- 
ing to help States pay for the REAL ID legislation that we passed 
last year. This is a law to deal with border security that imposes 
a lot of responsibilities on States and State budgets. I think it tries 
to turn driver’s license examiners into CIA agents. And it is going 
to be very expensive. The National Conference of State Legislatures 
suggests it will cost $100 million a year. 

Now, I believe that if we impose a mandate on the States, we 
ought to pay the bill. And I am wondering why in a $30-billion-plus 
homeland security budget we do not include a sufficient amount of 
money, which is estimated at $100 million a year, to help the 
States pay to implement the REAL ID legislation. Senator Gregg 
got passed last year a 60-vote point of order for unfunded Eederal 
mandates, and this violates the spirit of that. 

Mr. Bolten. Senator, I am not familiar with the details of the 
mandate on REAL ID that the legislation imposes or how we are 
proposing to fund that. I would like to come back to you for the 
record on it. 
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Insert for the Record 

The Administration is currently developing a draft proposed rule to 
implement the REAL ID Act. After this rule has been published, DHS will 
submit the spend plan that will guide the allocation of $40 million in state 
grants provided by Congress in FY 2006. The spend plan, based in part on 
the requirements in the proposed rule, will identify key actions for Federal 
and state agencies to take to fulfill the requirements of the Act. The 
Administration intends to strongly encourage the use of existing Federal 
agency data sets and tools, enabling states to meet the Act's requirements 
with minimal additional costs. 

Additionally, the Administration is making it easier for states to verify 
the immigration status of non-U. S. citizens prior to issuing a driver's license 
or identification card, as required by the REAL ID Act. The President's FY 
2007 Budget requests $4 million for DHS to improve its existing immigration 
status verification program. This program allows states to electronically 
verify the legal status of non-U. S. citizens in a timely manner. 
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The one thing I would say is that while the administration very 
much supports the notion that unfunded mandates ought not be 
imposed on the States when the Federal Government is not willing 
to put money behind them. There are already a lot of unfunded 
mandates in the law, and there is already in the law a lot of spend- 
ing in the Federal budget that is a essential form of revenue shar- 
ing that goes out to the States. One of the things that the Presi- 
dent directed me to look at, as we looked at the 2007 budget, is 
are we being sensible with all the dollars that are being sent out 
to the States, especially when State treasuries are in most cases in 
much better health now than they were a few years ago, largely 
a product of the improving economy the tax cuts you enacted 
helped trigger. The State treasuries are in the kind of situation 
where they ought to pick up more responsibility from the Federal 
Government. I don’t know whether this is a good case for that par- 
ticular situation on the REAL ID or not, but I think it is fair to 
say that overall in the budget, when the Federal Government is 
dealing with Federal responsibilities like fighting the global war on 
terror and responding to Hurricane Katrina and so on, that it is 
fair to expect the States to pick up a larger share of the burden. 

Chairman Gregg. Senator Murray. 

Senator Murray. Thank you very much, Mr. Chairman. I appre- 
ciate the opportunity to hear from Director Bolten on the Presi- 
dent’s 2007 budget request. 

I do have a number of concerns. I actually sent you a letter, Jan- 
uary 31st, and I hope that I get a response on that, and a number 
of my questions. Let me just start by saying I would really have 
to concur with the remarks of our ranking member regarding this 
budget. This plan assumes the largest deficit in the history of the 
country, and yet it assumes over $1 trillion in new tax cuts. It does 
not show us the true costs of our commitments in Iraq, and really, 
from my point of view, really fails America’s children in the cut- 
backs in education, and our poor, the citizens who are most vulner- 
able who count on Medicaid funding, and really our seniors, with 
the proposed cuts in Medicare, I really see it as a budget that kind 
of forces a huge burden on those who can least afford it. 

And there is one thing I can say about this budget, it is not a 
shared sacrifice budget, so I have a lot of real concerns. I know this 
year, here we are back. It is February already. We are still dealing 
with last year’s budget and appropriations through the Budget 
Revenue Reconciliation and Debt Ceiling, we are being asked to 
still work on. I think we need to remember on this Budget Com- 
mittee, that it starts with the budget process, and when we have 
an unrealistic budget, we end up 2 days before Christmas here un- 
able to pass our appropriations bills. 

As ranking member on the Transportation, Treasury, Housing, 
Urban Development, Judiciary Branch — I think it is the one that 
oversees 0MB as well, you know it well — we are going to be facing 
a very, very tough situation, and I will be working with Senator 
Bond, but I think it we do not invest in our transportation infra- 
structure, we are hurting our economy in the future, so I have 
more about that. 

But I did specifically want to ask you. Director Bolten, today 
about the VA budget, and wondered if you had talked with Sec- 
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retary Nicholson, so we can prevent some of the budget shortfalls 
that we saw in 2005 and 2006. You may know that the GAO is 
doing an analysis on the VA’s medical services budget modeling, 
and one of the initial major findings has been — and I want to read 
it to you — “VA’s internal process for formulating the medical pro- 
gram’s funding request was informed by but not driven by pro- 
jected demand.” How do you justify a VA budget request that is not 
based on demand of services? How do we send that message to our 
men and women in uniform? 

Mr. Bolten. Well, the budget, I believe, is based on projections 
of what we expect the demand to be. There was an error made last 
year, that you, among many members 

Senator Murray. Has the budget modeling been revised then to 
reflect the 

Mr. Bolten. Yes. I believe that that is an ongoing process of im- 
proving the budget modeling, but I believe that the errors that 
were in the modeling process last year that caused those errors 
have been corrected. 

Senator Murray. I would like to specifically see that, because 
that is one of the things we were deeply concerned about is that 
the VA budget has to be based on real numbers and not just guess- 
ing. We know that the model was not correct, so I would appre- 
ciate — 

Mr. Bolten. Sure. And my folks have worked hard with the folks 
at the VA to try to make sure that the modeling is better. You were 
among the many members that helped us put through a correction 
to an underestimate to how much demand there would be in the 
VA system. 

I should point out that this year’s budget for the VA in health 
care is about a 9 percent increase. 

Senator Murray. Right. I saw that and I appreciate that, and I 
have had a chance to talk to many of the VSOs out there who ap- 
preciate that, but one of their biggest concerns is that a lot of that 
increase is based on fees and copays that are again proposed by the 
administration. In fact. Secretary Nicholson and his staff have 
made it really clear that part of the purpose of that is to keep 1.1 
million vets from enrolling in the VA and prevent 200,000 vets 
from accessing care. That is part of their goal with those fees. Well, 
for one thing, none of our men and women who signed up to service 
were told that, ‘You will get health care services based on your in- 
come later in life.” It was, “You will serve our country and we will 
be there for you.” 

But there is another challenge here, and that is, having been 
around my State and holding a number of forums on the Medicare 
Prescription Drug, a lot of people who are calling about the Medi- 
care program to Department of Health and Services are being 
asked, “Are you a veteran?” And if their answer is yes, they are 
saying, “Well, do not do this prescription drug thing. Go to the VA.” 
So it seems to me we kind of have two contradicting efforts here. 
We have Secretary Nicholson and his staff who are trying to lower 
the number of vets who are accessing VA through these copays and 
fees, and meanwhile over on the other side we have HHS who is 
telling everybody to go to the VA. How do you deal with that con- 
tradictory message? 
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Mr. Bolten. I am not sure about the contradiction. The purpose 
of the fees is not to drive people out of the system, but rather 
to 

Senator Murray. Actually, that has been made pretty clear from 
the VA, that one of the reasons that they are proposing these fees 
is to lower the access. 

Mr. Bolten. Well, if I can just back up for a second and say a 
word about the levels of VA medical care funding over the course 
of this administration. As the chart that has just been put up on 
the board shows, VA medical care funding has increased over the 
course of this administration. 
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Veterans Medical Care 

(Including Medical Care Collections) 

Billions of dollars 



Note: Data prior to 2001 is estimated due to aocount restructuring. 
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Senator Murray. Right. 

Mr. Bolten. In our current budget, what that will lead to is an 
almost 70 percent increase overall in the 

Senator Murray. No surprise. The cost of health care has gone 
up. The number of veterans who are returning home from Iraq and 
Afghanistan has increased. The number of men and women who do 
not have health care at their employer any more, vets who are 
turning to — the aging population of veterans from Vietnam who are 
accessing the system. That does not surprise me the all. What does 
surprise me is based on what happened last year and the fact that 
the VA said, “We looked at the wrong formula. We need to revise 
our formula.” 

I remain concerned that that formula has not been revised based 
on real demands, so that we are not faced with a situation 3 
months from now, 6 months from now, a year from now, with the 
same underestimates, and we are turning back to our VA centers 
across this country, and they are saying to me today that there are 
still long lines, that vets are not getting their access. They are com- 
ing home from Iraq and Afghanistan and are not getting access to 
PTSD care, and numerous other issues that I can describe for the 
committee here, but I think it is critical that we go back and make 
sure we have real numbers based on real facts, and I am yet to be 
convinced that that is occurring, so I appreciate the increased cost, 
but if we do not get a handle on what the reality is out there, it 
still is not going to work. 

Chairman Gregg. Senator Allard. 

Senator Allard. Thank you, Mr. Chairman. 

Thank you, Mr. Bolten, for your presentation. I would just say 
that I do not have any constituents who have come to me and ever 
complained because their taxes were too low. In fact, the response 
I have seen from the President’s growth package is that the econ- 
omy has grown, jobs have been created, revenues have gone up, 
and it is not unique just to this administration. The Kennedy ad- 
ministration put in place tax cuts so they could have more money 
for their programs, and the Reagan administration, and now we 
have seen it work in the Bush administration. These are all facts. 
You can go ahead and look at them, even reflected on Senator 
Conrad’s chart if he had gone past the first 2 years there when we 
were still living under the Clinton policy. 

So I hope that we can do something to make these taxes perma- 
nent. My question to you is, I think the response to the economy 
would have even been greater if we had made those permanent. 
Have you done a study as to how much revenue we would have lost 
to the Federal Government by failing to make them permanent, 
just putting them out for just 5 years, in some cases even shorter? 
What amount of revenue would we have lost in the Federal Gov- 
ernment from the stimulation of the package when we compared it 
to permanent versus temporary? 

Mr. Bolten. We have not. Senator Allard. One of the problems 
we face in this area is that economists and actuaries have difficulty 
agreeing on how to calculate the feedback stimulative effect of a 
tax cut on the economy. But we — and the budget numbers, as they 
now exist, and that often get cited, do not take account of that feed- 
back effect at all. 
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One thing we do know is that the feedback effect exists, that 
when taxes are cut, the economy grows, and revenues into the 
treasury grow. It is has just been so far impossible to get agree- 
ment among the economists and actuaries as to how big that effect 
is. I believe the effect is large, and I believe the effect is magnified, 
when on top of a tax increase, we threaten uncertainty in the sys- 
tem because that is the one thing that really throws businesses off. 
On top of losing the opportunity to keep some of their well-earned 
gains, what really throws them off is not knowing what the tax 
rates are going to be. So, certainty, as well as a low-tax environ- 
ment, are two key elements that I believe are critical to economic 
growth. 

Senator Allard. I would like to move on. I did not realize you 
just put “Expectmore.gov” up. I have already been on it. 

Mr. Bolten. Really? 

Senator Allard. Yes. You have 189 programs that you have list- 
ed there have either been “Ineffective” or “Results were not dem- 
onstrated.” The ineffective is pretty clear to me. I think many have 
set-ups and goals and objectives, and for one reason or another, 
they are not able to reach those goals and objectives. But the group 
that went into “results not demonstrated,” is this a group that just 
absolutely refused to put in the right management policies to get 
us so we can evaluate that program? You have described it here 
as “A rating of results not demonstrated indicates that a program 
has not been able to develop acceptable performance goals or collect 
data to determine whether it is performing.” Most of them fall into 
that category. Only 27 are ineffective. 

I wondered if you could clarify a little bit about how you come 
up with these two different types of ratings? 

I think it is important to us, by the way, when we look at where 
we can get more efficiency in our programs, get more performance 
out of them. I think it is a great approach. Go ahead. 

Mr. Bolten. Thank you. Senator, and thank you for logging on 
to “Expectmore.gov.” The “results not demonstrated” category can 
mean a variety of things. In most cases it is not resistance from 
the program, but it is an unfamiliarity with having to set a goal 
of what the program is intended to achieve. Under the President’s 
direction, my Deputy for Management, Clay Johnson, has been 
very aggressive in pushing all programs in Government to try to 
set some measure of accountability for what the money is being 
spent on, and then be able to make an assessment of, are you 
meeting that measure? 

And in a lot of cases it is understandably difficult to move to a 
system that actually measures accountability. That is what the 
“Results not demonstrated” usually shows. In some cases I expect 
that when we are able to establish measures of accountability, 
those programs may score pretty well. My guess is a lot of them 
will score pretty badly, and one of the reasons why there has been 
resistance to establishing measures of accountability is that they 
cannot be met. 

Senator Allard. I think from a policy standpoint it gives us 
some guidance, and kind of begins to focus us on those programs 
that perhaps maybe can justify why they do it, and during times 
when we are struggling to balance our budget, I think this is a 
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helpful tool. So I want to commend your staff and you for working 
to put these out, because from a policy standpoint I think they are 
helpful. 

Thank you, Mr. Chairman. 

Chairman Gregg. Thank you. Senator. 

Senator Stabenow. 

Senator Stabenow. Thank you, Mr. Chairman. 

Welcome, Mr. Bolten. We appreciate your being with us. 

Just to start, for the record, as we look at historically the deci- 
sions that are made in the last 5 years, I think it is important to 
note that 2001, when I came in as the President did, and I came 
in on the Budget Committee, we had the largest surpluses in the 
history of the country recorded. At that time we had two proposals 
in front of us, one by our ranking member. Senator Conrad, who 
suggested we divide that into thirds, take a third of it for tax cuts 
to stimulate the economy, a third to invest in education, health 
care and science, research, all of the things that Senator Alexander 
has talked about eloquently, and a third to prefund the liability to 
Social Security. 

When you look back at that now and what you have talked about 
in terms of Social Security, I think that proposal looks pretty dog- 
gone good. Instead, unfortunately, it was top-down tax cut and 
massive debt, turning the largest surplus in the country into the 
largest deficit. I hate to think what is coming for our kids and our 
grandkids. 

Let me talk specifically about this budget. The budget really is 
a values document, I believe. It is a lot of numbers, but it trans- 
lates into things that affect real people, and it really reflects, just 
like our own checkbooks do, what our values and priorities are. 

When I look at what is happening in Michigan right now and the 
job loss, what is happening to manufacturing, which has built the 
middle class in this country, it is deeply disturbing to see what is 
not in this budget, in fact, the cuts that are made in things like 
the Manufacturing Extension Partnership, and the Advanced Tech- 
nology Program, things that are important for us in terms of jobs, 
and the other areas that are very important for us to grow in. 

And, again. Senator Alexander talked about math and science 
and education, all of which I support. I supported the words of the 
President in terms of talking about education and competitiveness. 
But when we look at the budget, it does not match the words, and 
that is deeply concerning. In fact, the budget cuts education fund- 
ing by $2.1 billion. It would cut it below the current year, below 
2005, below 2004. In fact, it appears that it would be the biggest 
cut in the 26 years of the Department of Education since it was set 
up by President Carter. 

So you have small things, which I would support in focusing on 
math and science, but the big picture, when we talk about funding 
Leave No Child Behind, special education, the desire to eliminate 
vocational education, cut technology in schools and so on, I would 
just suggest the big picture on education does not reflect what you 
are talking about. 

Is it not true that in this budget you would cut $2.1 billion out 
of education? 
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Mr. Bolten. Senator, I am checking my book here. I believe that 
you are right, that there is a reduction in the spending in edu- 
cation from 2006 to 2007 of $2.1 billion. I would like to make a cou- 
ple of points. 

First of all, the overall increase in education spending during the 
tenure of this President is about 30 percent, which I think over the 
course of any 6-year term is about as large as we have seen in the 
history of this country. So I do not think the President — if you 
want to judge the commitment to education by dollars spent, I do 
not think the President can actually be doubted on that count. 

Second, you mentioned that we need to put priority on those with 
the least economic means, the Title I kids, and the President has 
increased Title I funding as part of his No Child Left Behind pro- 
posals every year that he has been in office, very substantially over 
the first several years of NCLB. In this budget Title I funding in- 
creases by $200 million. You mentioned 

Senator Stabenow. Mr. Bolten, if I might just say that Michi- 
gan, if we were fully funding education. Leave No Child Behind at 
the level that we voted for, that I voted for in this bipartisan bill, 
Michigan would this year, counting the last 5 years, have $12.3 bil- 
lion more. So the idea that there are small increases when there 
is a huge amount in standards and paperwork, and all that has 
been added to it, and the fact is, we passed something very dif- 
ferent. 

I see my time is running out. Let me just raise one other issue, 
and that relates to health care, when you talk about health care 
cuts. Would you not agree that when hospital reimbursements are 
cut, they simply shift that over onto business? I mean we see right 
now that the biggest issue with our manufacturers, the biggest 
issue for our families, relates to health care. And when we see big 
cuts, or even small cuts as it relates to hospitals or doctors or home 
health and so on, would you not agree that this just means that 
we are going to see a shift over, and we are going to see private 
insurance rates go up? I mean that is how it works. The private 
sector picks it up when we are not funding the obligations from the 
public sector. 

Mr. Bolten. Are you referring to 

Chairman Gregg. Senator 

Mr. Bolten. I am sorry. 

Chairman Gregg. Why don’t you answer this question, and then 
we are going to have to move on. 

Senator Stabenow. Sure. 

Mr. Bolten. I am going to assume. Senator, you are referring to 
the President’s proposals on Medicare? 

Senator Stabenow. I am. 

Mr. Bolten. As I discussed with the Chairman at the outset, 
these are very moderate changes in projected growth in Medicare 
spending. If all of the President’s proposals are adopted, the rate 
of increase in Medicare spending will decline from 7.8 percent over 
the next 5 years to 7.5 percent. 

Second, will those costs — if there are higher than they were hop- 
ing for — or if there are lower than they were hoping for reimburse- 
ments going to hospitals and other providers, do those costs nec- 
essarily get passed on to the patient or to business? I do not think 
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that is necessarily the case. One of the great accomplishments of 
this economy is the efficiencies that we have achieved in this econ- 
omy in all sorts of areas. The one glaring exception that has been 
left behind is medical care, and in medical care we need to put in 
place the mechanisms that will ensure that we have an efficient 
medical system that can provide better service for the same 
amount of dollars as almost every business is required to do, and 
I think we can expect the same from providers in the Medicare sys- 
tem. 

Senator Stabenow. I agree, and I hope you are supporting Sen- 
ator Snowe’s and my Health IT bill. But let me just say that does 
not address the big issue in term of jobs in this country and manu- 
facturers, which is to move health care off of the back of our em- 
ployers and families and change the way we fund health care. This 
does not do that. 

Chairman Gregg. Thank you. Senator. 

Senator Domenici. 

Senator Domenici. Thank you, Mr. Chairman. 

Director Bolten, Thank you very much for testifying. I want to 
ask two questions for the record, and then I will get on to some 
observations. 

Would you furnish the committee, in detail, two things, one, the 
list of the programs that you contemplate eliminating or dramati- 
cally reducing, just a list of them? 

Mr. Bolten. Yes, we will. 

Senator Domenici. The reason I need to know, I need to know 
how many of them we have tried again and tried again. Second, 
there is a list of receipts like the Bonneville Power and the like, 
where you expect revenues by changes in formulas or the like. I 
would like a list of all of those kinds of things, and an indication 
whether they have been tried before, or how many times have they 
been submitted up here and not done. Even if it is only once, we 
would like to see them. Can you do that? 

Mr. Bolten. Right. We can do that. Senator. There is a chart at 
the back of the main budget volume that lists all of our revenue 
proposals, and what we will do, we will check off the ones that are 
repeats. 

Senator Domenici. Would you do that? 

Mr. Bolten. Which I gather is your interest. 

Senator Domenici. Yes. My interest is just to see, as we put the 
budget together, what can we expect. I think that is a rather rel- 
evant thing. You would too if you were in my shoes. 

Mr. Bolten. Yes, that is a fair question. 

Senator Domenici. Now I want to make a point. Hidden in this 
budget, in the State of the Union speech, is a little paragraph that 
I would like to share with those who are listening, and with you, 
to be something passed over quickly that I think may be the salva- 
tion of this country. That is a little statement that the President 
is going to appoint a bipartisan commission. I hope he does it 
quick. What is it going to be about? It is going to be about the 
health care costs that the United States has now promised its citi- 
zens under Medicare and Medicaid, the expectations versus what 
we can afford, versus what is going to happen to our fiscal policy. 
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I do not think there is any question we need not waste any more 
time. We cannot pay for what we promised unless we decided to 
impose taxes so high that the country economy cannot work. So we 
either wait around till everything falls apart — that is an option. I 
had begun to think about it, and for a while I figured that is when 
it will happen, when health care falls apart, we will do something 
about it. l^en the pension system breaks, we will do something 
about it. I hoped that there could be another answer, that we 
might do it in a bipartisan way because there is no other way. 
Democrats cannot do it. Republicans cannot do it. We can stand up 
here and preach and blame the other guy, as is happening today. 
You did too much on Medicare. If you do more, you are hurting 
people. If you do nothing, you were irresponsible. It just depends 
who is in office. But nothing happens. 

So that might be your one — whoever put that in there — nice idea. 
I hope they are good people, and then I hope he follows them. We 
have had one before. The President kept the string on too tight and 
we did not get the results. I have had a chance to talk to him about 
this, the President. He is not going to do that. When he appoints 
the commission, he is going to take their recommendations. I hope 
it happens. No other chance, in my opinion, to save Medicare and 
Medicaid for the American people. Sounds bad. 

Second, I am not so sure we are going to know when it falls 
apart. I mentioned that a little bit ago. I am not sure. It may be 
falling apart around the seams right now, health care. I am not 
sure, but maybe. 

Now, having said that, your budget does a terrific job of 
prioritizing. The problem is when we put it together, all the things 
you did not prioritize by cutting or reducing are going to run into 
your priorities, and that is the tough part, because the President 
has done a terrific job with competitiveness. The Alexander-Binga- 
man-Domenici-Mikulski PACE Act or the President’s so-called com- 
petitive initiative. You have funded it about 75 percent. That is ter- 
rific. Science, physics, R&D, research and development, all of those 
things we should have been doing, we are doing. Some terrific edu- 
cation programs to stimulate our ability to let our children develop 
their brains to the maximum. 

Then we will have American real brain power and free enterprise 
versus China, instead of America brain power depleted by our in- 
ability to teach our kids physics and math and science, competing 
with the Chinese. We will not make it that way. So those are great. 

But I am worried that when we are finished, because those are 
fit in your budget by reducing a lot of things that we will not have 
the courage to reduce, and we will not get the good things. 

So might I ask, will the President, in your opinion, stand firm 
on us getting these new initiatives in this appropriation process? 

Mr. Bolten. I believe he will. Senator, and I think the encour- 
agement that you and Senator Alexander have given him on this 
issue has been critical. He shares your passion for achieving the re- 
quests that he has put into this budget. 

Senator Domenici. I am going to close by saying he mentioned 
some energy initiatives. I find them in the budget. I am very im- 
pressed. 
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There is one area I am not so impressed with, and maybe Sen- 
ator Byrd is going to speak of it, but in any event, I will just men- 
tion there is significant reductions in the fossil fuel research. Some 
of it is coal research. I think that I would like you, for the record, 
to explain in some detail what the justification was for the fossil 
fuel reductions, because you have some new initiatives in coal, but 
you got rid of some of the old ones, and I do not understand. You 
may be right, but I do not have an understanding. And I have to 
appropriate them now. Senator Byrd knows that. So I would like 
an explanation of that if you would, please. 

Mr. Bolten. I will provide that for the record. 

Senator Domenici. Thank you very much. 

Chairman Gregg. Thank you. Senator Domenici. 

Senator Byrd. 

Senator Byrd. Thank you. Director Bolten. Thank you for being 
our witness here today. 

The President’s budget includes a nominal 2.8 percent increase 
in coal health and safety enforcement. This barely covers inflation. 

Since 2001 there are 217 fewer mine safety inspectors and sup- 
port staff. That President’s budget does not propose adding a single 
position to the Mine Safety and Health Administration. We have 
had this brought to our attention vividly in the last few weeks. In 
the wake of 19 coal miner deaths in just 37 days, where is the new 
money to hire additional mine safety inspectors and personnel? 

Mr. Bolten. Senator, the President’s budget does have a modest 
increase, as you referenced, for the Mine Safety Organization. 
There have been increases throughout the course of this presi- 
dency, so that we are funding that organization at levels that are 
equal to or above what it has always been funded at, I think even 
accounting for inflation. 

But you are right, the recent events have highlighted the need 
for a reexamination. That need for reexamination has been high- 
lighted at a time after our budget went to press, and it is an issue 
that I know Secretary Chao and others will be glad to work with 
you and other relevant Members of the Congress on as we prepare 
the 2007 appropriations. I know that it will be a substantial discus- 
sion in her Appropriations Subcommittee. 

Senator Byrd. I hope so. According to the President’s budget re- 
quest your proposed increase for MSHA is to cover the mandatory 
cost of living adjustment for current employees and increase in 
rent, but no new funding for new mine safety personnel. Will the 
President submit a supplemental request for additional personnel, 
core enforcement personnel? 

Mr. Bolten. I do not expect that. Senator. The request, I see in 
my notes here, is for $288 million, a 3.6 percent increase over the 
previous year. I do not expect a supplemental request to be sub- 
mitted, but it is an issue that I think we can address in the overall 
budget situation without having to resort to a supplemental if the 
administration and the Congress agree that additional resources in 
the mine safety area are likely to be warranted, which I under- 
stand they well may. 

Senator Byrd. I think they are warranted. I think so. Don’t you? 

Mr. Bolten. Senator, I do not know enough to know whether the 
funding levels at the Mine Safety and Health Administration were 
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related to the problems we have experienced so far. My under- 
standing had been that the safety record during the course of this 
administration has been pretty good under this Mine Safety Ad- 
ministration. The recent events suggest that there is a problem 
there. Whether the problem is with the Mine Safety and Health 
Administration though, I do not know, and before I made any indi- 
cation that we would want to substantially plus up funding there, 
I would want to see a good case made as to how that funding might 
improve the situation. 

Senator Byrd. I think it probably does in considerable detail af- 
fect the Mine Safety and Health Administration. 19 deaths in 37 
days. That is not a very good record. 

According to the General Accounting Office, the Defense Depart- 
ment’s accounting system is in disarray, costing taxpayers billions 
of dollars each year. The Pentagon’s budget, including 
supplementals, exceeds one-half trillion dollars annually, and yet 
the Defense Department cannot pass a simple audit. I have been 
talking about this for years. Secretary Rumsfeld, I think we first 
talked about it a half dozen years ago, and he said he was going 
to see if he could not do something about it. I think he has tried. 
It is so big, I do not know how we will ever get our arms around 
it. 

The Pentagon’s budget, as I say, is such that the Defense Depart- 
ment cannot pass a simple audit. When do you think the adminis- 
tration will make this a top priority issue? What is 0MB doing to 
accelerate audit reforms at the Pentagon? 

Mr. Bolten. It is a priority. Senator. And I know that a number 
of our management experts have been working intensively over the 
last several years even, as you say, to try to improve the situation 
at DOD that does not create a sudden change in the way the De- 
fense Department does business. The problem in their accounting 
structures has been present, I think, for probably almost as long 
as there has been a Defense Department. So it is an enormously 
complicated structure, an enormously complicated undertaking to 
try to bring them around to a situation in which they can pass an 
audit. It does remain a priority of this administration to move the 
Defense Department toward that goal. 

I mentioned earlier my Deputy Director for Management, Clay 
Johnson, is keenly focused on that, and is working with the folks 
at the Pentagon to tiy to make progress on that. We would wel- 
come your assistance in making that come about, because it is cer- 
tainly a goal that 0MB would like to see achieved. 

Senator Byrd. Do you think w are making progress toward that 
end? 

Mr. Bolten. Yes, in certain sectors I believe we are making 
progress toward that end. There are much better measures of ac- 
countability that are now in place than were three or 4 years ago, 
but there is a long way to go. There is no sugar-coating the situa- 
tion there, but I believe we are making progress, and I think every- 
body involved is committed to making progress more rapidly. 

Senator Byrd. How did we get so far behind? What happened? 

Mr. Bolten. Senator, I do not know. 

Chairman Gregg. Senator? 

Senator Byrd. Yes? 
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Chairman Gregg. Can we come back to you for a second round? 

Senator Byrd. Yes. 

Chairman Gregg. Thank you. 

Senator Byrd. Thank you. 

Chairman Gregg. Senator Nelson. 

Senator Nelson. Thank you, Mr. Chairman. 

Welcome. Mr. Bolten, I know you cannot know about everything 
in the budget, but I need to bring out one inconsistency with the 
administration here. The Department of Defense had approved the 
Navy request for $100 million for repairs from Hurricane Wilma re- 
lief funds for the critical infrastructure recovery at Key West Naval 
Air Station. The reason they had approved that is that it is now 
critical for the training of our pilots, because they will send a 
squadron down to Key West Naval Air Station, and then they have 
all that area out there over the Gulf of Mexico that is restricted 
space where they train. 

That request was refused by the 0MB, so we have this conflict 
on the essential readiness of the carrier battle groups as they pre- 
pare to deploy. Key West was significantly damaged in Hurricane 
Wilma. These funds — and I can give you the breakdown. I have 
been down there, I have checked it out. Congress appropriated 
these recovery funds to ensure the readiness of our fleet, and we 
are going to have this insisting that that be allowed to be spent. 
So tell me about you want to deny it in the budget, and yet the 
funds are there in the relief bill. So how do we go about, in your 
opinion, getting this thing squared away? 

Mr. Bolten. Senator, I am not familiar with the details of it. I 
will commit to looking into it and come back to you. 

Senator Nelson. Well, the Navy is going to insist on this. 0MB 
has thrown up the roadblock, in that it is not in the budget, and 
yet the funds were already appropriated in the Wilma hurricane 
relief funds. Let me just put it to you here, that I want to be noti- 
fied as soon as the requested funds have been released to DOD. Is 
that a process that you would do? 

Mr. Bolten. That I personally would get involved in? No, not 
typically. Senator. 

Senator Nelson. But 0MB? 

Mr. Bolten. Yes. 0MB is the final stage before funds are re- 
leased before anybody spends it, but my guess is that there is a 
story there that we will want to look into that may involve some 
details that I would want to inform you of before we reached any 
definite conclusions about whether what has happened so far is the 
right thing or not. 

Senator Nelson. OK. I will continue to converse with you on 
that. 

Mr. Bolten. Thank you. Senator. 

Senator Nelson. Thank you, Mr. Chairman. 

Chairman Gregg. Thank you. Senator. I am shocked to learn 
that 0MB stood in the way of an agency doing something. 

Let me just check and see if Senator Conrad had any additional 
questions. Otherwise, we appreciate your attentiveness to this 
hearing. 

We thank you very much. We appreciate your answering all of 
the questions in such a forthright way, and we appreciate the work 
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you do. It is a very hard job you have, and we are fortunate to have 
public servants of your ability and talent in this Nation. I am sure 
all my colleagues feel that way, whether they agree with you or 
not. I happen to agree with you. 

Thank you. 

Mr. Bolten. Thank you, Mr. Chairman. 

[The prepared statement of Mr. Bolten follows:] 
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Chairman Gregg, Ranking Member Conrad, and distinguished members 
of the Committee, the President's 2007 Budget, which I transmitted to the 
Congress on the President's behalf on Monday, meets the priorities of the 
Nation and builds on the progress of the last five years. 

Before getting to the 2007 Budget, I would like to take a moment to 
review the substantial accomplishments in spending restraint we were able 
to achieve together over the past year. 

Last year's 2006 Budget set four major objectives: 

First, the President proposed to hold growth in overall discretionary 
spending below the rate of inflation. 

Second, he proposed an actual cut in the non-security portion of 
discretionary spending - the first such proposal since the Reagan 
Administration. 

Third, he proposed major reductions or eliminations in 154 
Government programs that were not getting results or not fulfilling essential 
priorities. 

And fourth, he proposed reforms in mandatory programs to produce 
$54 billion in savings over five years. 

The Congress substantially delivered on all four of these objectives. I 
would like to thank Chairman Gregg and the members of this committee for 
your leadership and dedication in helping achieve these goals. 

When President Bush gave me guidance on what the 2007 Budget 
should look like, he directed me to build on last year's progress by focusing 
on national priorities and tightening our belt elsewhere. He told me to give 
our troops and those who defend our security what they need to fight and 
win the Global War on Terror. And he emphasized that the 2007 Budget 
must support our pro-growth economic agenda. 
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In particular, he said we should maintain our economic strength by 
extending the tax relief that has fueled our economic expansion and by 
aggressively restraining spending. Yesterday, I presented on the President's 
behalf a budget that does just that. 

In the past 5 years, our economy suffered an historic series of shocks, 
starting with the recession and the terror attacks of 2001 and continuing 
through the hurricanes last summer. Those events had profound impacts on 
job creation and on the fiscal outlook. 

Despite these challenges, thanks to the productivity and hard work of 
the American people, our economy is expanding at a healthy pace. In 2005, 
the economy grew by an estimated 3.5 percent - the third consecutive year 
of healthy growth. Economic expansion has produced more than 4.7 million 
new jobs since May 2003, reduced unemployment to 4.7 percent, and raised 
homeownership to all-time highs. 

This economic growth would not have been possible without the tax 
relief that you passed and the President signed. The tax cuts - which were 
fully implemented in May 2003 - have been critical to helping the economy 
recover from the recession and terrorist attacks of 2001 - and then helping 
the economy to continue expanding despite the hurricanes and high energy 
prices in 2005. 

With the tax cuts fully implemented in 2003, the economy responded 
strongly and tax receipts rebounded. Receipts grew substantially in 2004 - 
by 5.5 percent. In 2005, receipts jumped by a remarkable $274 billion, or 
14.5 percent, the largest increase in 24 years. These recent gains in 
receipts confirm that a strong economy is the most important factor in 
reducing the deficit. 

Since the President set a goal of cutting the deficit in half from its 
projected peak in 2004 of 4.5 percent of GDP, the deficit has come down 
markedly. The final 2004 deficit was 3.6 percent of GDP, and fueled by the 
surge in receipts, the 2005 deficit fell further to 2.6 percent of GDP. 

Although revenues are projected to continue to rise in 2006, the deficit 
for the current fiscal year is now projected to come in at 3.2 percent of GDP, 
or in nominal terms, $423 billion, which is more than previously expected 
and is in significant part due to the unanticipated spending associated with 
relief and recovery efforts from Hurricanes Katrina and Rita. While this 
increase in the deficit is unweicome, at 3.2 percent of GDP the projected 
deficit would be well within the historical range and smaller than the deficit 
in 11 of the last 25 years. 



127 


More importantly, we project that if the policies in the President's 
Budget are adopted, the deficit will return to its downward trajectory. We 
forecast a decline in the 2007 deficit to 2.6 percent of GDP, or $354 billion. 

By 2009, the deficit is projected to be cut by more than half from its 
projected peak to just 1.4 percent of GDP, well below the 40-year historical 
average. 

In order to keep the deficit on this declining path, we must continue to 
do two things: First, keep the economy growing; and second, restrain 
spending. 

First, the 2007 Budget will support continued economic growth by 
proposing to make permanent the tax relief signed into law by the President 
in 2001 and 2003. Some have argued that we should let the tax relief 
expire. A tax increase is the wrong prescription, not only for the nation's 
economic health, but for the Government's fiscal health as well. 

We are not an under-taxed society. By rejecting tax increases on 
families and small businesses, this budget will help keep the economy on a 
continuing course of job creation and strengthen the foundations for long- 
term growth. 

The second critical component of deficit reduction is a vigorous policy 
of spending restraint. Similar to last year, the Budget again holds overall 
discretionary spending growth below the rate of inflation. It again proposes 
a cut in non-security discretionary spending. It calls for major reductions in 
or total eliminations of 141 Federal programs, saving nearly $15 billion. And 
it continues our efforts to siow the growth in spending on mandatory 
programs, by proposing $65 billion in savings over five years. 

These efforts to restrain the growth in mandatory spending are vital - 
not just for our near-term deficit reduction efforts - but especially for the 
long-term. Toward the end of the next decade, deficits stemming largely 
from entitlement programs such as Social Security and Medicare will begin 
to rise indefinitely. No plausible amount of spending cuts in discretionary 
accounts or tax increases could possibly solve this problem. 

The President has shown a willingness to take on these future unfunded 
obligations and to propose long-term reforms. This year's Budget proposes 
$36 billion in savings from Medicare, and includes proposals that pave the 
way for additional reforms in the future. As with Social Security and Medicaid, 
we do not need to cut Medicare, but we do need to slow its growth - and this 
budget begins to do just that. 
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In addition, the 2007 Budget contains proposals to significantly 
improve the budgetary process. The Budget proposes discretionary 
spending caps as well as restraints on new mandatory spending. The 
Administration is pleased that the Congressional leadership is focused on the 
need for reform of earmarks in the budget process. One way we can 
address the excessive use of earmarks together is by Congress giving the 
President the line-item veto. 

The 2007 Budget also continues our efforts to improve performance 
and make sure the taxpayers get the most for their money. Using the 
President's Management Agenda, 0MB measures success not by good 
intentions or by dollars spent, but rather by results achieved. 

As part of these efforts, 0MB has introduced a new website called 
Expectmore.gov. ExpectMore.gov allows taxpayers to review the 0MB 
assessments of nearly 800 Federal programs. You can search the programs 
by rating, topic, or by a simple keyword search. I urge you and your staffs 
to use this new resource. 

The management agenda - coupled with the restraint reflected in the 
President's 2007 budget - will help ensure that taxpayer dollars continue to 
be spent wisely, or not at all. 
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[Whereupon, at 4:33 p.m., the committee was adjourned.] 
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I would like to thank Director Bolter for testifying today. As you know. I look 
forward to reading the President's budget every single year. This year is no 
exception. I would also like to recognize the hard work you and your staff put in 
on this document each year. You do not have an easy job today - discussing a 
budget that is over 2,000 pages long and covers everything from our national 
parks to our homeland security. I look forward to reading the President’s 
blueprint for our nation. 

As we begin the discussion over FY 2007 spending, I urge everyone involved to 
take a step back and remember that the President’s proposal is the first step in a 
lengthy budgetary process. We must also not lose sight of the fact that this 
proposal is just that - a guide for Congress to use as we move forward in crafting 
our budget resolution. However, this is a very important document to use when 
looking at the overall fiscal picture of our federal government 

I commend the President for taking bold steps in his FY 2007 Budget Request. I 
believe that Congress needs to contain spending and further reduce the national 
deficit. The budget is stretched, and right now, Congress is being presented with 
a lot of tough choices. However, it is important for the budget to accommodate 
and Congress to fund essential government programs. As HELP Committee 
Chairman, I am committed to reviewing programs under the Committee’s 
jurisdiction to make sure that we eliminate any waste or fraud, and maintain fiscal 
discipline. Additional resources can be found by eliminating duplicity in federal 
programs. When dollars are stretched, it is important to review programs through 
aggressive oversight to ensure they are cost effective. 

In addition, I am very interested in Mr. Bolton’s testimony regarding entitlement 
spending. In particular, 1 am interested in the President's proposal to contain 
Medicare spending. On a related topic, I also look forward to reviewing the 
President’s proposal to cut the national deficit in half by 2009. I am a strong 
supporter of fiscal restraint by the federal government and look forward to 
working with the Administration as well as my Budget Committee colleagues in 
an effort to control spending. 

Finally, I am pleased that President Bush reiterated his support for biennial 
budgeting. This is an issue I have been working on and believe that a two-year 
budget cycle, similar to the one we use in Wyoming, will lead to enhanced fiscal 
management and give Congress additional time for increased oversight. 
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Statement of Senator Tim 
Senate Budget Committee 

Hearing on the President’s Fiscal Year 2007 Budget Proposal 
February 7, 2006 

First, thank you Chairman Gregg and Ranking Member Conrad for calling today’s hearing on the 
President’s proposed Fiscal Year 2007 budget. I appreciate Director Bolten taking the time to 
explain the President’s budget and look forward to his answers to the Committee’s questions. 

As every American family knows, budgets are about priorities, and unfortunately, the President’s 
Fiscal Year 2007 budget is a replay of last year’s budget. I’m disappointed this budget 
shortchanges so many programs that are vitally important to so many Americans. As we move 
through the budget process, I will continue to highlight these deficiencies and work to ensure our 
budget meets these needs in a fiscally responsible manner that more properly reflects the 
priorities and the values of American families. 

I do want to take a moment to express my appreciation to Director Bolten for listening to the 
South Dakota delegation earlier this winter as we explained to you why the Administration must 
increase the budget for the Bureau of Reclamation’s rural water construction account. In South 
Dakota, we are constructing two of the largest drinking water projects in the country and each 
year the project sponsors, surrounding communities, and Indian Tribes served by these projects 
play a guessing game waiting for release of the President’s budget, I appreciate that the 
President’s budget has increased funds for the Lewis and Clark Rural Water System, as well as 
the Mni Wiconi Rural Water System. My concern remains that the increases in federal resources 
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are failing to keep pace with the increased construction costs and capabilities of each project. In 
the end, as long as the Administration balks at significantly ramping-up resources in the Bureau 
of Reclamation’s rural water construction account, projects, such as the Lewis and Clark Rural 
Water System, could face construction delays that only serve to drive up the final cost to the 
federal government. 

While there are many areas of concern for me in this budget, 1 will highlight a handful of those 
concerns this afternoon. Just like last year, the Administration is again proposing a 5 percent 
across-the-board cut to crop and dairy payments for producers in its Fiscal Year 2007 Budget 
proposal. Commodity program payments, including marketing loan gains, direct and counter- 
cyclical payments, would take a significant hit under this proposal. 1 simply believe that you 
can’t, and shouldn’t, balance such a tremendous deficit on the backs of our nation’s producers. 
Producers have saved roughly $15 billion since the Farm Bill was enacted, and these across the 
board cuts are simply outrageous. Reductions to agriculture spending are unfair to rural 
America, 

However, the budget would reduce the payment limit cap for individuals to $250,000 for crop 
payments. Additionally, it removes the three-entity rule. I have long supported common-sense 
payment limitations that would save serious money and reduce program abuse. 1 am pleased to 
see that the Administration has recommended reasonable payment limits. 

There are several funding proposals in the agriculture arena which are cause for significant 
concern, The Resource, Conservation and Development program, for example, is once again 
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slated for substantial reductions. Under the Bush Administration’s proposal, RC&D funding 
would be scaled back to $25.9 million for Fiscal Year 2007. 1 worked with my colleagues on the 
Agriculture Appropriations Subcommittee to fund this vital rural economic development 
program at $5 1 .3 million in the Fiscal Year 2006 Appropriations bill. 

The President has also proposed scrapping the Commodity Supplemental Food Program (CSFP) 
entirely. I helped secure $108.3 million in the most recent agriculture spending bill for this 
program. I am incredibly concerned for impacts of this proposal on the nation’s elderly, many of 
whom rely on the CSFP and have already been subjected to funding reductions in other areas. 1 
find it unconscionable to eliminate funding for a program that provides crucial nutrition and 
outreach to an already underserved population. 

In regard to the President’s budget request for Indian Country, it is apparent that this budget 
doesn’t fully reflect the treaty and trust responsibilities the federal government has with the 
tribes. The President has requested the elimination of 141 programs. Unfortunately, some of 
those programs directly affect Indians and Indian tribes. 

For instance, the Urban Indian Health Program within the Indian Health Service budget was 
completely slashed. This program provides care to American Indians that live off reservations in 
urban areas where approximately 60 percent of all Indians reside. In my home state of South 
Dakota this funding deficiency will affect Indian populations in three urban communities. 
Another program that faces elimination is the Johnson O’Malley program with in the Bureau of 
Indian Affairs budget. This is a program that provides assistance to native students in public 
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schools. While this program was modestly funded at $16 million dollars in FY06, it provides 
assistance to many native students throughout the country. 

Essential programs, such as health care and education, are being slashed - hurting the people that 
need it most. Budgets are about priorities, and it is obvious to me that the president's budget 
priorities for Indian Country are backwards. 

In addition to the cuts to programs that serve native students, the President’s budget request 
again shortchanges educational opportunities for all school children. It’s unfortunate that this 
budget builds upon the education cuts enacted last year. The No Child Left Behind Act would be 
underfunded by $15.4 billion for FY07, brining the cumulative shortfall for NCLB programs 
since enactment to $55.7 billion. Additionally, the President’s budget would leave behind 3.7 
million students, including an estimated 12,252 in my state of South Dakota, who could be 
served by Title I if it were fully funded. 

The Administration’s funding request for special education is no better. The federal government 
has never lived up to the promise to provide 40 percent of the cost of special education. We all 
know how tight state and local education budgets are, and if we fully funded IDEA, school 
districts could use local revenue for a host of community priorities like smaller class sizes, 
increased teacher pay, technology upgrades, or school construction. Under this request, the 
federal government would provide only 17 percent of the average per-pupil cost of special 
education. We were making limited progress in IDEA funding when we provided 19 percent in 
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FY05, but we’ve moved backwards and provided 18 percent last year. It’s time for the federal 
government to live up to its education promises made when NCLB and IDEA were enacted. 

Even with the modest funding increases in NCLB and IDEA, the President’s request eliminates 
42 programs within the Department of Education for a total of about $3.5 billion. These 
programs range from career and technical education programs to Safe and Drug Free Schools 
programs to the Even Start program. 

Once again. President Bush has proposed shifting the burden of providing VA health care on to 
our nation’s veterans. Increasing co-payments and mandating enrollment fees is not the solution. 
Instead, the Bush Administration should submit a budget with adequate funding to address the 
needs of our veterans. The Bush Administration has proposed once again a $250 annual 
enrollment fee for Category 7 and 8 veterans. Further, the budget also would increase pharmacy 
copayments for Category 7 and 8 Veterans from $8 for a 30-day supply of drugs to $15. 
Providing for the health care of our nation’s veterans is a moral issue, and the brave men and 
women who fought for our country should not be told their health care needs come last. 

This budget proposal cuts Medicare by about $35 billion over five years. Savings would be 
achieved by reducing payments to hospitals and other providers including nursing home and 
home health, which will be particularly detrimental to rural providers who are already struggling 
to meet community needs with current reimbursement. The budget request also would add 
additional cost sharing for some higher income beneficiaries through higher premiums for doctor 
visits. Currently, Medicare charges $88.50 a month for this coverage. 
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Rural Health programs are allocated a total of $27 million, which represents a cut of $94 million 
or 73 percent. Title VIII Nursing programs are flat fiinded at $150 million, and the Title VII 
Health Professions Training programs are proposed for elimination. At least 1 5 other programs 
are completely eliminated, including Emergency Medical Services for Children, Newborn 
Hearing Screening, and Trauma Care. Other programs cut or eliminated include the Rural 
Health Outreach grant program, the Rural Health Flexibility grant program, and the Rural and 
Community Access to Emergency Devices program. 


Community development funding is another area of disappointment. Last year, the President 
offered us an Orwellian proposal called the “Strengthening America’s Communities Initiative.” 
Its basic strategy is to eliminate effective government tools for investing in disadvantaged 
communities, abandoning them to sink or swim on their own. In response to a huge outpouring 
of public criticism. Democrats and Republicans in Congress worked together to reject nearly all 
of the initiative. 

Unfortunately, the President disregarded public sentiment and the Congress, which is led by 
members of his own party, and offered a recycled version of the same bad proposal. For 
example, he proposes to cut three quarters of a billion dollars from the popular and effective 
Community Development Block Grants (CDBG) program, which facilitates infrastructure and 
housing investments in disadvantaged communities. 
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I fully recognize lire need to get our record-breaking budget deficits under control, and I support 
efforts to eliminate wasteful government spending. But these cuts are proposed for a different 
purpose - to partially offset additional tax cuts that benefit a tiny slice of society. Our rejection 
of last year’s Strengthening America’s Communities Initiative showed the members of Congress 
from both sides of the aisle felt it was wrong to take money from low- and middle-income people 
to give to upper-income people. It was wrong then, and it’s still wrong today. 

Thank you again, Mr. Bolten, for appearing before the Committee. Mr. Chairman, 1 look 
forward to w'orking with you and Senator Conrad in the coming weeks as we consider the 
President’s budget request. 
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EXECUTiVE OFFICE OF THE PRESIDENT 

OFFICE OF MANAGEMENT AND BUDGET 
WASHINGTON, DlC, 20503 


May 4, 2006 


The Honorable Judd Gregg 
Chairman 

Committee on Budget 
U.S. Senate 

Washington, D.C. 20510 
Dear Mr. Chairman: 

Enclosed are answers to questions we have received for the record following the 
testimony of Joshua Bolten before your committee on February 8, 2006. Since Mr. Bolten has 
resigned as Director of the Office of Management and Budget (OMB) and has now assumed new 
responsibilities as White House Chief of Staff, these answers provide responses from OMB, 
rather than from Director Bolten personally. 


Sincerely, 


Clay Johnson lit 
Acting Director! 


Enclosure 
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Question for the record from Senator Pete Domenici 
Senate Budget Committee Hearing 
OMB Response 
February 7, 2006 

Question: Would OMB submit, in detail, a list of the programs that 
you contemplate eliminating or reducing? 

As In the 2006 Budget, the 2007 Budget proposes to eliminate or reduce 
Government programs that are not producing results or fulfilling essential 
priorities. In 2006, the Congress achieved $6.5 billion In savings by acting 
on 89 of the 154 discretionary proposals for terminations or reductions. 

Building on last year's success, the 2007 Budget proposes major savings 
in or eliminations of 141 programs, totaling nearly $15 billion. On February 
9®, OMB released the document. Major Savings and reforms in the 
President's 2007 Budget, which provides additional information on these 
terminations and reductions. And, a detailed list of discretionary programs 
proposed for termination or reduction is attached. 

The Administration looks forward to working with the Congress to 
continue to eliminate or reduce funding for programs that are not producing 
results or fulfilling essential priorities. 
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Discretionary Program Terminations in the FY 2007 Budget 

(Budget auttHyity in mflKons) 


Terminations 


Department of Agriculture 

Microbiologicai Data Program 

Community Connect (Broadband) Grants.. 

Commodity Supplemental Food Program.. 

Research & Extension Grant Earmarks/Low Priority Programs 

P.L. 480 Title I, Direct Credit and Ocean Freight Differential Grai^. 

Forest Service Economic Action Program,,, 

High Cost Energy Grants 

Public Broadcast Grants 

Watershed Protection and Flood Prevention Operations 

Total, Agriculture Terminations 

Department of Commerce 

Advanced Technology Program (ATP) 

Emeigency Steel Guarantee Loan Program 

Public Telecom. Facilities, Planning and Construction Grants 

Total. Commerce Terminations 

Department of Education 

Educational Technology State Grants 

Even Start 

High School Programs Terminations: 

Vocational Education State Grants 

Vocational Education National Programs 

Upward Bound 

GEAR UP 

Talent Search 

Tech Prep Slate Grants 

Smeller Learning Communities 

Safe and Drug-Free Schools State Grants 

Small Elementary and Secondary Education Programs: 

Parental Information and Resource Centers... 

Arts in Education 

Elementaiy and Secondary School Counseling.. 

Alcohol Abuse Reduction 

Civic Education 

National Writing Project 

Star Schools 

School Leadership 

Ready to Teach 

Javits Gifted and Talented Education 

Exchanges with Historic Whaling and Trading Partners 

Comprehensive School Reform 

School Dropout Prevention 

Mental Health Integration in Schools 

Women's Educational Equity 

Academies for American History and Civics 

Close-Up Fellowships. 

Foundations for Learning 

Excellence in Economic Education 

Small Higher Education Programs: 

Higher Education Demos for Students with Disabilities 

Underground Railroad Program 

State Grants for Incarcerated Youth Offenders 

Small Postsecondary Student Financial Assistance Programs 

Perkins Loan Cancellations 

Leveraging Educational Assistance Programs 

Byrd Scholarships 

Thurgood Marshall Legal Educational Opportunity 

B.J. Slupak Olympic Scholarships 

Small Vocational Rehabilitation (VR) Programs: 

Supported Employment 

Projects with Industry 

VR Recreatiorial Programs 

VR Migrant and Seasonal Farmworkers 

’Cher Quality Enhancement 

otal, Education Terminations 


Has the reduction been 
pnH>osed before? 
2004 2005 2006 

N N N 

N Y Y 

N N N 

Y Y Y 

N N N 

Y Y y 

Y Y Y 

N/A Y Y 

N N Y 


Y Y Y 

Y Y Y 

Y Y Y 


N N Y 

Y Y Y 

N N Y 

Y Y Y 

N N Y 

N N Y 

N N Y 

Y Y Y 

Y Y Y 

N N Y 

Y Y Y 

Y Y Y 

Y Y Y 

Y Y Y 

N N Y 

Y Y Y 

Y Y Y 

Y Y Y 

Y Y Y 

Y Y Y 

Y Y Y 

Y Y Y 

Y Y Y 

N N Y 

Y Y Y 

N/A N/A N/A 

Y Y Y 

N Y Y 

N Y Y 

Y Y Y 

Y Y Y 

Y Y Y 

N N Y 

Y Y Y 

N N Y 

Y Y Y 

Y Y Y 

Y Y Y 

Y Y Y 

Y Y Y 

Y Y Y 

N N Y 


2006 

Request 


6 

107 

65 


178 


-50 


2 

-48 


2007 Request 

2006 2007 less 

Enacted Request 2006 Enacted 


6 — -6 

9 ~ -9 

107 — -107 

196 — -196 

80 3 -77 

10 — -10 

26 — -26 

5 — -5 

75 — -75 

514 3 , -511 

79 — -79 

-49 -49 

22 — -22 

101 -49 -150 

272 ™ -272 

99 ~ -99 

1.182 — -1.182 

9 — -9 

311 ~ -311 

303 — -303 

145 ™ -145 

105 — -106 

94 — -94 

347 — -347 

40 -- -40 

35 ™ -35 

35 - -35 

32 — -32 

29 — -29 

22 ~ -22 

15 - -15 

15 ™ -15 

11 - -11 

10 - -10 

9 - -9 

8 -.- -8 

5 - -5 

5 - -5 

3 - -3 

2 — -2 

1 - -1 

1 - -1 

1 - -1 

7 - -7 

2 - -2 

23 - -23 

65 — -65 

65 — -65 

41 - -41 

3 - -3 

1 - -1 

30 — -30 

20 — -20 

3 - -3 

2 ~ -2 

60 — -60 

3.468 — - 3,468 
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'Total, Discretionary Pro 
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Major Discretionary Recfuctions in the FY 2007 Budget 

(Budget authwtty in nMons) 

Has the reduction been 2007 Request 


Conservation Operations 

Resource Conservation and Development Program 

State and Private Forestry 

tn-House Research 

Mandatory Reductions Providing Discretionary utrseis : 

Environmental Quality Incentives Program 

Market Access Program 

Rural Economic Development Grants 

Watershed Rehabilitation Program, 

Farmland Protection Program 

Value-added Marketing Grants 

Wildlife Habitat Incentives Program 

Agricultural Management Assistance 

Broadband 

Ground and Surface Water Consen/ation 

Renewable Energy Program 

Biomass Research and Development 

Total, Agriculture Major Reductions....,...........^.^.. 

Department of Commerce 

Manufacturing Extension Partnership 

Technology Administration 

Total, Commerce Major Reductions. 


Perkins Loons Institutional Fund Recall 

Teaching American History 

Physical Education 

Mentoring Pre^ram... 

Total, Education Major Reductions 


ivironmental Management 

Weatherization Assistance Program.,., 

Clean Coat Power Initiafive 

Total, Energy Major Reductions..., 


HRSA- Children's GME,., 

HRSA- Health Professions 

HRSA- Poison Control Centers 

HRSA- Rural Health 

Social Services Block Grant 

Substance ^use and Mental Healtti Administration- Programs of 

Regional and National Significance 

Total, HHS Major Reductions 


Office of Grants and Trairting 

Total, DHS Major Reduedons... 


Public Housing Capital Fund 

Total, HUD Major Reductions 

Department of the Interior 

BiA School Constnjctlon 

Bureau of Reclamation Reductions (excl. Central Utah Presets).... 

USGS Mineral Resources Program 

Total, Interior Major Reductions 

Department of Labor 

State Job Training Grants Consolidation 

Infemationai Labor Affairs Bureau 

Office of Disability Employment Policy 

Total, Labor Major Reductions 

-a partment of Transportation 


\ - Airport Improvement Program (oblim) 

Total, Transportation Major Reductions 


jwc^josed before? 2006 2006 2007 less 



?no5 

2006 





Y 

Y 

Y 

768 

822 

745 

-77 

N 

N 

Y 

26 

51 

26 

-25 

N 

N 

N 

99 

217 

117 

-100 

y 

Y 

Y 

996 

1,124 

1,001 

-123 

Y 

Y 

Y 

-200 

-NA- 

-270 

-270 

Y 

Y 

Y 

-75 

-NA- 

-100 

-100 

Y 

Y 

Y 

-5 

-NA- 

-89 

-89 

Y 

Y 

Y 

-210 

-NA- 

-65 

-65 

Y 

Y 

Y 

-16 

-NA- 

-47 

-47 

Y 

Y 

Y 

-120 

-NA- 

-40 

-40 

Y 

Y 

Y 

-25 

-NA- 

-30 

-30 

N 

N 

Y 

-14 

-NA- 

-14 

-14 

Y 

Y 

Y 

-50 

-NA- 

-10 

-10 

N 

N 

Y 


-NA- 

-9 

-9 

Y 

Y 

Y 

-23 

-NA- 

-3 

-3 

N 

N 

Y 

-2 

-NA- 

-2 

-2 





1,149 

2,214 

1,210 

-1,004 

Y 

Y 

Y 

47 

105 

46 

-59 

N 

N 

Y 

4 

6 

1 

-5 




51 

111 

47 

-64 

N 

N 

N 



-664 

-664 

N 

N 

N 

119 

120 

50 

-70 

Y 

N 

Y 

55 

73 

26 

-47 

N 

N 

Y 

49 

49 

19 

-30 




223 

242 

-569 

-811 

N 

N 

Y 

6.505 

6.590 

5,828 

-762 

N 

N 

N 

230 

243 

164 

-79 

N 

N 

N 

50 

50 

5 

-45 




6,785 

6,663 

5,997 

•686 

Y 

Y 

Y 

200 

297 

99 

■198 

Y 

Y 

Y 

161 

295 

159 

•136 

Y 

N 

N 

23 

23 

13 

-10 

Y 

Y 

Y 

29 

160 

27 

-133 

N 

N 

N 

1,700 

1,700 

1,200 

■500 

N 

N 

Y 

837 

8S1 

780 

-71 




2,650 

3,326 

2,278 

-1,048 

N 

N 

N 

1,854 

1,789 

1,095 

■694 




1,854 

1,789 

1,095 

•694 

N 

N 

Y 

2,327 

2,439 

2,178 

-261 




2,327 

2,439 

2,178 

-261 

N 

Y 

Y 

174 

207 

157 

-50 

Y 

Y 

Y 

873 

977 

850 

-127 

N 

Y 

Y 

25 

S3 

31 

-22 





1,072 

1,237 

1,038 

-199 

Y 

Y 

Y 

3.933 

3,927 

3,413 

-514 

Y 

Y 

Y 

12 

73 

12 

-61 

N 

N 

Y 

28 

28 

20 

-8 




3,973 

4,028 

3,445 

•583 

Y 

Y 

Y 

360 

1,294 

900 

-394 

N 

N 

Y 

3.000 

3,515 

2.750 

-765 




3,360 

4,809 

3,650 

-1,159 
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Major Discretionary Reductirms in the FY 2007 Budget 

(Budget authwity in n^ions) 

Has ttie reduction been 
prt^HKed before? 

2004 20^ 2006 


cieoartment of the Treasury 

iRS Business Systems Modemizalton 

Total, Treasury Major Reductions 

Environmental Protection Agency 

Alaska Native Villages 

Clean Water State Revolving Fund 

Total, EPA Major Reductions 


International Assistance Programs (lAPt 

Assistance for Eastern European Democracy 

Assistance for the Independent States of the Former Soviet Untm... 

Total, lAP Major Reductions 

N ational Aeronautics and Space Administration fNASA t 

Aeronautics Mission Research Directorate 

Total, NASA Major Reductions ......... 


Other Agencies 

Corporation for Public Broadcasting 

Denali Commission 

NARA National Historical Publications and Records Commission... 
Total, Other Agencies Major Reductions 


730 

745 


509 

866 


460 

53 


2007 Request 
less 

2006 Enacted 


167 

167 


-199 

•218 


-160 

-160 
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Question for the record from Senator Pete Domenici 
Senate Budget Committee Hearing 
OMB Response 
February 7, 2006 


Question: There is a list of receipts, the Bonneville Power and the 
like, where OMB expect revenues by changes in formulas or the like. 
1 would like a list of all of those kind of things, and an indication 
whether they have been tried before, or how many times they have 
been submitted up here and not done. Can you provide that? 

Answer: User fee proposals in the budget appear In the Analytical 
Perspectives volume in Table 18-3. "User Fee and Other User Charge 
Proposals", pages 276-77. 

Attached is a copy of that table with a new column indicating whether the 
user fee proposals in the budget have been proposed before as the same or 
similar proposal in the FY 2002-2006 budgets. 

Regarding the Bonneville Power item identified in the question, this does not 
appear in the table because it is not a discretionary or mandatory proposed 
change in fees. Under the President's FY 2007 Budget, Bonneville Power will 
use its authority under current law to use any surplus power sales (not 
secondary) revenues It earns above its historical high level of $500 million in 
a year to make early payments on its Federal bond debt to the U. S. 
Treasury. This program assumption has not been made in the recent past. 
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FrtimafV 22. 2006 


DiSCRETJONARY: 

1. OBsetling collections 
Department of Agriculture 
Farm Service Agency user I 


FROM THE ANAiVTICAL PERSPECmmS WM.UME OF THE FY 2007 BUDGET (page 278-77) 

Table 18-3. USER FEE AND OTHER leS? CHARGE PROPOSALS IN THE FY 2007 BUDGET 1/ 

(estimated collecdore in miSorts of dottais) 

Pf^oseo 

t>e(ore'> 2/ 2007 2008 2009 2010 2011 2007-2011 


No 35 


34 34 33 34 


170 


Department of Defense 
Medical care fees 


No 


Department of Health and Human Services 
Medicare program management: Survey and certfication user fee 


No 


35 


34 34 33 34 
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Department of Homeland Security 

Transportation Security Administration; Aviation security fees Yes 

Department of Housing and Urban Development 

Office of Federal Housing Enterprise Oversight; Govemmenl-^onsored eniwpim (GSE) regulation Yes 
Deparbnent of Justice 

Bureau of Alcohol, Tobacco. Firearms, and Explosives: Explosives legulation usm fees Yes 

Department of Transportation 

St. Lawrence Seaway Development Corporation commercial lolls Yes 


1,631 

-62 

120 

9 


1.778 

-60 

116 

9 


1,938 

■60 

115 

9 


2,105 

-59 

114 

9 


2,283 

•59 

115 

9 


9,735 

-300 

580 

45 


Department of Veterans Affairs 
Medical care fees; 

PrescripSon cc^yments for PL7s and 0s 
Annua! enrollment user fee tor PL 7s and Ss 

Eliminating offset of copayments with insuraiTce collectians tor FI. 7s and : 


Yes 

Yes 

Yes 


288 

226 

30 


255 

229 

34 


255 

221 

38 


255 

212 

42 


254 

204 

47 


1.307 

1,092 


Commodity Futures Trading Commission 
Transaction fees 

2. Offsetting receipts 
Department of the interior 

Abandoned mine reclamation fees (extension of existing fee. not a new fee) 
R^eal Energy Bid fee prohibition 

Subtotal, discretionary user charge proposals 

MANDATORY: 

1. Offsetting collections 

Pepatment of Housing and Urban Development 
Government-sponsored enterprise (GSE) regulation 

Federal Housing Enterprise Regulator 
Govemmenl-sponsored enterprise (GSE) regulation 

Federal Housing Finance Board 
Govemmenl-sponsored enterprise (GSE) regulation 

2. Offsetting receipts 
Department of Agriculture 

Food Safety and Inspection Service user toes' 

Grain, Inspection. Packers, and Stockyards Administration (GIPSA) user fees* 
Agricultural Marketing Service standardization user fees’ 

Animal and Plant Health Inspection Service user fees* 

Federal crop insur»ice fees' 

Department of Defense 

National defense stordgille asset sates: Authorization for additional sales 

Department of Health and Human Services: Food and Drug Administration 
Re-inspection fees* 

Food and animal feed export certification toes* 

Department of Homeland Security 
Immigration examination fees 

Department of the interior 
Bureau of Land Management land sate authority 
Arctic National Wildlife Refuge, lease bemuses: 

Collections for payments to Alaska 
Federal receipts 

Department of Labor 
Foreign labor certification fees 


123 122 120 122 


312 79 

“ 22 22 

3.000 3,286 3.6; 


22 12 

3,990 4.418 


-36 -3S -39 -40 


155 143 151 154 
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February 22, 2006 

FR<»« THE ANALYTICAL PERSPECTIVES VCH.UME OPTHE FY 2007 BUDGET (page 276-77) 

Table 18-3. USER FEE AND OTHER USER CHARM PROPOSALS IN THE FY 2007 BUDGET 1/ 

(estimated collsdiors m rrNlions (A dollars} 

Proposed 

before? 2/ 2007 2006 2009 2010 2011 2007-2011 

Pension Benefit Guaranty Coiporaticm premiums Yes — 4,202 4.209 4,223 4,237 16,871 


OeparUnent of the Treasury 

Alcohol and Tobacco Tax and Trade Bureau regulatory acfivity user fees’ 


Yes 


29 


29 29 29 29 
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Corps of Engineers - Civil Works 
Additional recreation fees 


Yes 


17 17 17 17 


77 


Envifonnwntal Protection Agency 
Pesficide user fees' 
Pre-manufacturing notice user fees* 


Federal Communications Commission 
Authorize spectrum license fees 

Subtotai, mandatory user charge proposals 


11,905 5,069 6,102 5.273 


GOVERNMENTAL RECEIPTS: 

Department of the Interior 

National Indian Gaming Commission activity fees Yes = 5 5 5 5 20 


Total, user charge proposals 


3/i5B 15,196 8,787 10,097 


47,150 


1/ A negative sign indicates a decrease in collecfions. 

2/ The same or similar prr^osal was in at least one of the FY 2002-20(^ budgels. 

3/ Nafional Defense stockpile sales have been proposed and enacted several times bi the past decade. 

* Otce the fees are enar^ed, the Administralim will work to reclassify them to offset discretjonary spending beriming in 2008. 
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Question from Senator Pete Domenici 
Senate Budget Committee Hearing 
OMB Response 
February 7, 2006 

In his State of the Union address, the President announced the 
American Competitiveness Initiative to encourage American 
innovation. A major part of the initiative is to double funding for 
three key agencies that support research in the physical sciences - 
the Department of Energy Office of Science, the National Science 
Foundation, and the National Institute of Standards and Technology. 
The FY07 budget requests increases to these three agencies, on 
average, of over 9 percent, putting them on track to double in ten 
years. 

Question: Will OMB remain committed, over the next three years, to 
doubling funding by 2017 to these key supporters of physical science 
research? 

Answer: Through the American Competitiveness Initiative, the 
Administration has committed to a path that wouid by 2016 double funding 
collectively for the Department of Energy's Office of Science, the National 
Science Foundation, and the labs of the National Institute of Standards and 
Technology. The Administration looks forward to working with Congress to 
accomplish this. 
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Question from Senator Pete Domenici 
Senate Budget Committee Hearing 
OMB Response 
February 7, 2006 

Question: Can OMB explain, for the record in some detail, what the 
justification is for the fossil fuel reductions, because OMB have some 
new initiatives in coal, but OMB got rid of some of the old ones, and I 
do not understand why? 


Answer: The 2007 Budget for Fossil Energy Research and Development 
focuses funding on the President's priorities, while reducing funding for 
programs that need to improve performance or are not achieving results. 

The 2007 Budget provides $281 million for the Coal Research Initiative 
within the Department of Energy, nearly completing (total of $1.9 billion 
requested from 2002-2007) the President's $2 billion, ten-year commitment 
for clean coal R&D four years ahead of schedule. The Budget requests $54 
million for FutureGen, DOE'S flagship demonstration of next-generation clean 
coal technology, and an advance appropriation of $203 million for 2008. 
Funding for FutureGen and its supporting R&D is consistent with the 
Administration's R&D Investment Criteria and is a priority because these 
technologies are a significant leap beyond the technology of conventional 
"pulverized coal" power plants. They focus on long-term, potentially large 
public benefits, and as a result there are insufficient market incentives to 
expeditiously drive innovation through the private sector alone. 

The Budget restricts the addition of new funds to DOE's other clean coal 
demonstration program, the Clean Coal Power Initiative (CCPI), so that the 
program can take steps to improve the use of funds already provided for 
projects. As identified in its Program Assessment Rating Tool (PART) review, 
CCPI and its predecessor demonstration programs have a backlog of over 
$500 million in unused balances, including money for projects that were 
awarded several years ago and have not even started. The program is 
working to improve project selection to ensure consistency with the R&D 
Investment Criteria, withdraw funds when projects stall, and improve 
contract and project management controls so that desired results are 
achieved on schedule and on budget. Ongoing CCPI projects, FutureGen, 
and various tax incentives continue to provide incentives for demonstration 
of clean coal technologies. 

The Budget also provides for orderly termination of the Oil and Gas research 
and development (R&D) programs. In explaining the proposed termination 
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of the natural gas technologies program in the 2007 Budget, the President 
said, "The private sector has got better incentives to provide natural gas for 
you — it's called price, not the Federal government's program." The 2007 
Budget proposes to terminate DOE's oil and gas R&D programs, as in the 
2006 Budget, because these R&D activities are more appropriate for the 
private sector to perform and the programs have not demonstrated results, 
as identified in the PART review. The 2007 Budget also recommends 
repealing provisions in the Energy Policy Act of 2005 for a new mandatory 
$50 million per year (2007-2017) oil and gas R&D program funded with 
Federal revenues from oil and gas leases, which would be similar to the 
discretionary programs proposed for termination. The oil and gas technology 
programs focus on incremental and evolutionary technology advances that 
oil and gas companies have the incentive to conduct, which is not in accord 
with the Administration's R&D Investment Criteria. 
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Question from Senator Pete Domenici 
Senate Budget Committee Hearing 
OMB Response 
February 7, 2006 


Question; I note that OMB has requested almost $68 million 
between the Forest Service and BLM to fully fund implementation of 
President Clinton's Pacific Northwest Forest Plan. Can OMB explain 
to me why the Administration is so willing to expend Forest Service 
funds in California, Oregon, and Washington, while we have seen no 
similar increase for timber or forest restoration funding in the 
Intermountain States? 

Answer : President Bush has made a commitment to fully implement the 
Northwest Forest Plan and achieve the increased level of timber harvest 
promised under that plan. The Forest Service budget meets that 
commitment. 

The Budget increases funding for hazardous fuels treatments in the 
Intermountain states to over $110 million. That is a $6 million increase 
(+5.5%) over FY 2006. Also, $2.4 million of this increase goes to the 
Southwest Region, which includes New Mexico and Arizona. The Southwest 
Region is to receive over $45 million for hazardous fuels projects. These 
investments, coupled with the tools under the President's Healthy Forests 
Initiative, have enabled us to thin more than 215,000 acres in this region in 
FY 2005, a level that is more than triple the FY 2002 amount of 69,000 
acres. The Budget provides $76 million for the Forest Service timber budget 
in the Intermountain States, a -$10 million (-11%) reduction below 2006. 
The Southwestern Region, which includes Arizona and New Mexico, will 
receive $13 million for timber, a reduction of -$2 million (-16%) below 
2006. However, despite this reduction, the Budget provides $57 million for 
timber and hazardous fuels for the Southwestern Region, a level equal to 
that for 2006. 

Equally important, the Budget reflects a continuing emphasis on Forest 
Service performance. To achieve that end, the Budget reflects greater use of 
streamlined forest planning and authorities included in the President's 
Healthy Forests Initiative and the Healthy Forests Restoration Act. In 
addition, the Budget continues administrative efficiencies and organizational 
reforms for the Forest Service. Collectively, these efforts will lead to higher 
restoration levels throughout the National Forest System, including in the 
Intermountain States. 
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Question for the record from Senator Pete Domenici 
Senate Budget Committee Hearing 
OMB Response 
February 7, 2006 

Last year, for the first time in nearly a decade. Congress passed 
critical reforms to our nation's most expensive programs. However, 
in the end, the changes that were made were only a fraction of what 
the Administration recommended. We saved just over $10 billion 
when the Administration made recommendations for changes that 
would have saved nearly $100 Billion. In the President's FY07 
budget, the president recommends changes to Medicare that would 
save almost $36 billion dollars over the next five years as well as 
other changes to the Medicaid and Social Security program. 

Question; What will be the impact on our economy If mandatory 
spending continues to grow at current rates and consumes a larger 
and larger portion of our gross domestic product? 

Answer: The fact is that mandatory spending cannot continue to grow at 
current rates indefinitely, absorbing an ever-larger portion of our economy. 
Financing this rising spending with higher tax rates would cripple the 
economy. The slow growth rates that have plagued our trading partners for 
more than a decade are traceable in part to the much higher tax burdens in 
Europe and Japan. Alternatively, borrowing to finance the rising spending 
would also bring risks to future growth. If the resulting deficit comes at the 
expense of domestic investment, the long-term effect would be to slow down 
capital formation and impede growth. It is not necessary to cut the 
absolute level of mandatory spending, but there is no escape from the need 
to make fundamental changes in these programs to bring future benefits in 
line with available resources. 

Question: What would our financial situation look like both 
domestically and internationally if changes are not made? 

Answer; As indicated in the previous answer, the effects depend on how 
future mandatory spending is paid for in the absence of reforms. Higher 
taxes would slow growth and limit the rise in future living standards. Higher 
domestic borrowing would have similar effects by reducing investment in the 
private sector. 
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Question; Although most members of Congress acknowledge the 
problems, few seem willing to address it. What does the 
Administration intend to do to make sure the necessary changes are 
made? 

Answer: The Administration is committed to making fundamental reforms in 
the Nation's major entitlement programs. In his State of the Union address, 
the President called for a bipartisan commission to examine the impact of 
the retirement of the baby boom generation on Social Security, Medicare, 
and Medicaid. The Administration has also made specific proposals for Social 
Security reform, an enhanced Medicare fiscal control mechanism, and $65 
billion in savings over five years in mandatory programs. There Is ample 
time to act in a responsible way to limit entitlement spending, but the 
sooner serious action is taken, the better. Through the bipartisan 
commission and through its specific budget proposals, the Administration 
stands ready to work with Congress to make progress on this vital issue. 
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Question for the record from Senator Jim Sunning 
Senate Budget Committee Hearing 
OMB Response 
February 7, 2006 

It appears that Corps of Engineer funding for hydropower continues 
to decrease, especially in the FY07 budget. 

Question : Why has the funding continued to decrease and are there 
sufficient funds to continue on-going hydropower repairs and 
provide the level of service needed to maintain recreational 
opportunities currently afforded to the public? 

Answer: The Budget continues to invest substantiai resources in the Army 
Corps of Engineers (Corps) hydropower program. The Budget levei for this 
program is about the same as the one enacted for FY 2005, and is about 
four percent ($11 miilion) beiow the FY 2006 enacted ievei. 

While the total for the Corps hydropower program declined compared to last 
year, the Budget provides more funding than last year to operate and 
maintain the existing facilities. The Budget also funds three significant 
projects to replace existing hydropower units. However, the total funding 
for replacements has declined. Some projects did not qualify for funding 
because their economic return is lower than other potential civil works 
investments. Two others - the Buford Powerhouse, GA, and Hartwell Lake 
Powerhouse, SC and GA - are scheduled to be completed in FY 2006 with 
the enacted funding and therefore did not require additional funding. 

Funding also may vary from year to year based on factors such as the 
specific on-the-ground work schedule at each project and the ability of 
contractors to do the work. 

Hydropower continues to be a valuable source of energy supply for the 
nation and the Administration will be actively looking at new ways to 
maintain and improve our nation's hydropower infrastructure. 

The funding provided for the Corps recreation program in the FY 2007 
budget is about equal to the enacted level for FY 2006. 
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Question: What are the impacts to the Wolf Creek - Lake 
Cumberland project? 


The President's FY 2007 budget includes $31 million for dam safety 
construction at Wolf Creek and $7 million for operations and maintenance. 
Of that amount, $5 million is for essential hydropower operations and 
maintenance, including a generator re-wind at Wolf Creek Dam. 

Kentucky Lock Addition was in the budget from FY02 to FY05 and 
was not included in FY06 because of remaining benefit - remaining 
to cost ratio (2.5). A significant contract for road and bridges 
relocation was awarded in FY05 for $89 million with a 54 month 
duration. Congress added $23 million in FY06 to continue this 
project. 

Question: Why is it not included in the FY07 President's budget? 

Answer; The FY 2007 Budget again proposes seven performance 
guidelines for allocating funds among construction projects within the Corps 
main mission areas. Under these guidelines, the Budget will build the best 
projects faster, complete more projects sooner, and ensure that taxpayer 
dollars are spent on projects with the greatest return on the investment, 
based on objective performance criteria. The Kentucky Lock & Dam project 
on the Tennessee River, KY, did not meet the required performance 
threshold for funding under the performance guidelines, based upon its ratio 
of remaining benefits to remaining costs (RBRC). Specifically, commercial 
navigation-related construction projects must have at least a three-to-one 
RBRC in order to compete successfully for funding in the Corps Budget. As 
you stated, the Kentucky Lock & Dam project has an estimated RBRC below 
that performance threshold. 
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Questions for the record from Senator Lindsey Graham 
Senate Budget Committee Hearing 
OMB Response 
February 7, 2006 


When the Savannah River Site was selected as the site where the 
Mixed Oxide Fuel (MOX) program was to be carried out, the 
Department of Energy and National Nuclear Security Administration 
made important commitments to the state of South Carolina. If the 
MOX plant was not constructed and fully operational according to a 
schedule codified in the FY2003 Defense Authorization Act, the 
federal government would be required to pay the state of South 
Carolina up to $100 million dollars per year beginning in 2011. The 
MOX program is currently three years behind schedule. In the FY06 
Energy and Water Appropriations Act, the penalty payment time 
table was adjusted by three years in order to reflect these delays. 
However, we must accelerate the program in order to bring it closer 
to the original construction and operations schedule. 


Question; Should the new schedule for the MOX plant not be met, is 
it the intention of the Federal Government to honor its commitments 
to South Carolina and make the penalty payments? 

Answer: The Administration will work with Congress and the State of South 
Caroiina to fully meet its legal commitments. 


Question; Can I get OMB's assurance that the administration will 
work to prevent any attempts to further weaken the penalty 
language? 

Answer: The Administration strongly supports the MOX program and is not 
proposing legislation to alter the penalty language. 
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The President has requested $383 million for the MOX program for 
FY 2007. On a cost basis, the MOX program represents our nation's 
largest single non-proliferation program. After the MOX plants in 
South Carolina and Russia are constructed and operational, they will 
lead to the ultimate elimination of 34 metric tons of defense 
plutonium. This represents approximately 4,000 nuclear warheads. 

Question; Does the FY 2007 funding level aim to accelerate 
construction to make up for time lost in negotiating with the 
Russians? 

Answer: No. The FY 2007 request supports a revised schedule that 
incorporates both the two-year delay resulting from negotiations and the 
$118 million reduction in FY 2006 enacted funding. The new schedule has 
major construction beginning in 2006 and full operations in 2015. Although 
we expect both the Russian and the U.S. programs to move forward, they 
will be on the new schedule reflected above. 


Question: While the funding is increased over last year's 
appropriated amount, it does not appear to be enough money to 
bring the project back on time. How much money would be required 
to bring the project back on schedule? 

Answer: The President's FY 2007 budget supports beginning major 
construction in 2006 and beginning operations in 2015. This schedule 
reflects the negotiation delays with the Russians and funding reductions. 
However, until the Department can validate the re-baselined cost and 
schedule of the new program through an independent review, it is unknown 
whether these activities can be accelerated and what funding would be 
required. 

The Department of Energy Inspector General just released a report 
that detailed poor management and significant cost over-runs in the 
program. While NNSA disputes the costs associated with the over- 
runs, any over-run is troublesome. Recognizing that we are 
operating within significant fiscal restraints, any cost over-runs in 
this project are problematic. 


Question; What is OMB doing to ensure that cost-over runs 
associated with this project are minimized? 
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Answer: 0MB understands that the Inspector General report cited 
difficulties faced by the program well over a year ago. In the intervening 
time DOE has taken actions to address many of the issues raised by the 
report. We will follow the independent review DOE will conduct on the re- 
baselined cost and schedule estimates for construction of the MOX facility, 
and the Implementation of new contract provisions that should minimize 
future cost overruns. 0MB will assess these changes and actions once 
completed, and take further action if they appear insufficient to reduce the 
future risk of additional over-runs. 
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Questions for the record from Senator Lindsey Graham 
Senate Budget Committee Hearing 
OMB Response 
February 7, 2006 


Question : Why are all unobligated funds for Project Seahawk 
cancelled? In the event that Project SeaHawk's work is terminated, 
what is the President's plan to immediately address the security 
shortfall that will occur? 

The 2007 Budget proposes to rescind $27 million in unobligated balances 
associated with Project Seahawk. Congress first funded the creation of 
Project SeaHawk, an intermodal transportation and port security pilot 
project, at the Port of Charleston, South Carolina in the 2003 consolidated 
appropriations. At that time, the Department of Homeland Security (DHS) 
had only just been established, and the United States Attorneys (USAs) were 
directed in the appropriations language to coordinate the project. However, 
the USAs do not have expertise in managing port security projects. Today, 
DHS, through the U.S. Coast Guard, is responsible for overseeing port 
security nationwide. 

The Coast Guard has been a full partner in leading and funding SeaHawk 
operations since its inception. The Coast Guard owns and maintains the 
SeaHawk building and funds maintenance for the majority of the sensors 
and information systems, and has a draft plan to transition SeaHawk to sole 
DHS/Coast Guard leadership and management. A full time USCG liaison 
officer is assigned to SeaHawk to coordinate current operations with DOJ 
and manage any transition that may be necessary. 

Independent port security initiatives administered by agencies other than 
the Department of Homeland Security, such as Project SeaHawk, are not 
necessary and are redundant of DHS's efforts to improve port security. 

Question: What is the Administration doing to ensure that all 
agencies responsible for protecting our nation's commercial seaports 
are working in a coordinated manner? 

The Coast Guard, through the Department of Homeland Security, has the 
lead responsibility for coordinating port security for the Federal government 
and since 9/11 has implemented a wide range of new programs to protect 
the country's maritime infrastructure from terrorist attack. Coast Guard's 
activities include heightened port security patrols and a regulatory 
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framework designed to improve the safety and security of all U.S. port 
facilities and vesseis operated in U.S. waters under its "Ports, Waterways 
and Coastal Security" mission. In addition, the Department and Coast Guard 
have instituted new inteiligence programs focused on preventing terrorist 
incidents in the maritime reaim, which are conducted in coordination with 
other DHS and Federal agencies. 

In 2007 the Administration has proposed a 15 percent increase in support of 
port security activities over the 2006 enacted level. This significant growth 
represents the high priority the administration has placed on port security, 
including such targeted programs as the Customs and Border Protection's 
Customs-Trade Partnership Against Terrorism (C-TPAT) program and the 
Container Security Initiative (CSI) and the Department of Energy's 
Megaports and Seaport monitoring initiatives. Specific initiatives have 
included: 

• C-TPAT. C-TPAT has become the largest government/private 
partnership to arise from 9/11, with more than 10,000 private-sector 
applicants since it began in November 2001. Under C-TPAT, 
companies sign an agreement to work with CBP to protect the supply 
chain, identify security gaps, and implement specific security 
measures. Applicants must address a broad range of security topics 
including: personnel, physical, and procedural security; access 
controls; education, training, and awareness; manifest procedures; 
conveyance security; threat awareness; document processing; 
business partners and relationships; and suppliers. 

• CSI. Initiated in January 2002, CSI addresses the threat to border 
security and global trade posed by the potential for terrorist use of a 
maritime container. CSI established a security regime to ensure that 
all containers posing a potential risk for terrorism are identified and 
inspected at foreign ports before they are placed on vessels destined 
for the United States. With 44 operational CSI ports in Europe, Asia, 
Africa, the Middle East, and North and South America, approximately 
75 percent of cargo containers headed to the U.S. originate in or are 
transshipped through CSI ports. 

• Port Security Grants. Since 9/11, the Administration has awarded 
over $700 million in grants to enhance physical security in the Nation's 
seaports, and for FY2006, Congress provided an additional $173 
million in Port Security Grant funding. DHS is currently developing 
program guidance that will target the FY2006 funds to our highest risk 
ports for their most critical terrorism prevention and preparedness 
needs, especially against explosives and non-conventional threats that 
would cause major disruption to commerce and significant loss of life. 
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The FY2007 Budget would continue to support port security efforts 
through the Targeted Infrastructure Protection Grant program, a $600 
million program targeted to those infrastructure assets at greatest 
risk. While there is not a specific allocation for ports, up to 40% of the 
funding could be allocated to ports based on historical awards, and the 
total program represents a significant increase over similar programs 
In FY2006. 

The following chart highlights port security funding from 2004 enacted to 

the 2007 Administration request: 
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Port Security Funding 

(Dollars in Millions) 


2004 2005 


Enacted Enacted 


United States Coast Guard 


Port Security $1,695 $1,608 $1,731 $2,035 


U.S. Customs and Border Protection 


$61 $126 $137 $139 


C-TPAT $14 


Other Port Security’ I $173 




TIP Grants^ 


Port Security Grants 


Science and Technology Directorate 


Port Securit 


Transportation Security Administration 




mmimt 


Domestic Nuclear Detection Office 


RPMs/AdvancecI Spectroscopic Portals 


Total DHS Fundin 


$1101 


$2,1641 $2,1841 $2,455 


Department of Energy NNSA Fundin 


DOE Megaports Initiative 


DOE Core (partially seaport monitohn 


Total DOE Funding 


$13 $49 $731 $40 


$33 $26 $24 $84 


$46 $75 $97 $124 


Total Port Security Appropriation $2,210 $2,259 $2,552 $2,944 


' CBP's "Other Port Security" funding includes inspections of individuals and cargo at 
seaports, including technology costs. Funding for these years represents expenditures as 
estimates of budget authority for these years is unavailable, 

^ FY07 TIP estimate reflects ports' share of infrastructure grants over FY05-06, but FY07 
funds will be distributed at the Secretary’s discretion using risk and threat information 
regarding ports, transit, and other critical infrastructure. 

^ DNDO will be purchasing both current generation systems referred to as Radiation Portal 
Monitors (RPM) and next-generation systems which are known as Advanced Spectroscopic 
Portals (ASP). The decrease in funding reflects total costs for completion of seaport RPM 
deployment (98 percent). 
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Question for the record from Senator Bill Nelson 
Senate Budget Committee Hearing 
0MB Response 
February 7, 2006 


Last year, the commander of U.S. Pacific Command told Congress 
that China's military buildup is "unprecedented and proceeding quite 
rapidly." More recently, the Quadrennial Defense Review directs the 
Navy to assume a "greater presence" in the western Pacific by 
adding at least one aircraft carrier and five nuclear submarines over 
the next decade. 

Given the current and potential growth of tension in the Pacific, and 
our continuing commitments in Central Asia, the geo-strategic risk 
associated with a reduction in the size of our carrier fleet is 
unjustified and unacceptable. DoD and Navy leadership argue that 
new operating practices in the Fleet Response Plan mitigate the 
risks. However, a recent RAND study for the Navy, notes that, "FRP 
was conceived and formulated on the core premise that the service 
wouid retain its long-standing post-cold-war force structure of 
12 deployable carriers and ten active air wings." 

Consistent with this assessment of current and future threats and 
requirements, the Congress enacted legislation, signed by the 
President that requires a minimum 12-carrier naval force structure 
in law. The Defense Department's budget request for fiscal year 
2007 does not include funding necessary to meet this requirement. 
We appreciate that the law may have been enacted so late in your 
budget estimate process that the fiscal year 2007 budget request 
does not fully fund this requirement. 


Question: What is the funding shortfall in the President's fiscal year 
2007 budget request that will be necessary to ensure that the nation 
has the 12 operational carriers required in law? 

Answer: The Department of Defense has not determined what funding 
wouid be needed to maintain and operate the USS John F. Kennedy beyond 
FY 2006. The Navy is conducting a materiel assessment of the USS 
John F. Kennedy to determine the budgetary impact of needed repairs. 
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Question: What is OMB's plan to find or request the funds necessary 
to meet this requirement? Will OMB include the necessary funding 
to sustain a 12-carrier fleet in either a budget amendment and/or a 
supplemental appropriations request? 

Answer: The President's FY 2007 Budget reflects the leading edge priorities 
that the Department of Defense identified in its 2006 Quadrennial Defense 
Review (QDR). The QDR calls for a Naval Fleet consisting of 11 Carrier 
Strike Groups. This reflects the judgment of senior Navy leadership that 
11 operational carriers are sufficient to respond to current and future 
threats. The operation of a carrier in excess of military requirements would 
thus divert valuable resources away from other priorities of greater military 
value. As a result of this QDR recommendation, the Navy will propose 
legislation that would eliminate the requirement for 12 carriers. 
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Question for the record from Senator Bill Nelson 
Senate Budget Committee Hearing 
0MB Response 
February 7, 2006 


The DOD had recently approved the Navy request for $100 million 
for repairs from Hurricane Wilma relief funds for the critical 
infrastructure recovery at Key West Naval Air Station. The reason 
they had approved that it is because it is now critical for the training 
of our pilots. That request was refused by the 0MB, so we have this 
conflict on the essential readiness of the carrier battle groups as 
they prepare to deploy. Key West was significantly damaged in 
Hurricane Wilma. Congress appropriated these recovery funds to 
ensure the readiness of our fleet and we are going to have this 
insisting that be allowed to be spent. 

Question; How do we go about, in OMB's opinion, getting this 
squared away? 

Answer: The Administration determined that DOD received sufficient 
funding from prior hurricane supplementals to address damage to Federal 
facilities caused by Hurricanes Dennis and Wilma. The Administration 
requested a general provision in the February 16'^ Katrina Supplemental that 
would allow DOD to transfer Katrina-related funds from other DOD accounts 
to military construction. DOD would be able to fund the Key West Naval 
Station projects if Congress approves the transfer and authorizes the Key 
West projects to proceed. 
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Question for the record from Senator Mike Enzi 
Senate Budget Committee Hearing 
OMB Response 
February 7, 2006 


Question; Please elaborate on the pension proposal highlighted in 
your budget, which OMB estimates will raise $16.7 billion over 5 
years. 

The Administration is re-proposing pension reform that would strengthen the 
defined benefit pension system. Our proposal includes funding reform, 
improvements to plan disclosure, and premium adjustments. The $16.7 
billion Increase over 5 years reflects the amount of increase in 
premiums that if continued would restore the pension Insurance system to 
solvency over 10 years. Though our proposal has not changed from last 
year, this 5 year figure has been adjusted to reflect our best current 
estimate of PBGC's shortfall. 



UNDERSTANDING THE CAUSES OF AND SOLU- 
TIONS TO ADDRESSING THE FEDERAL TAX 
GAP 


WEDNESDAY, FEBRUARY 15, 2006 

U.S. Senate, 

Committee on the Budget, 

Washington, DC. 

The committee met, pursuant to notice, at 9:59 a.m., in room 
SD-608, Dirksen Senate Office Building, Hon. Judd Gregg, chair- 
man of the committee, presiding. 

Present: Senators Gregg, Grassley, Sessions, Conrad, and Wyden. 

Staff present: Scott B. Gudes, Majority Staff Director; and Cheri 
Reidy, director for revenues and budget review. 

Mary Ann Naylor, Staff Director and Steve Bailey, sr. analyst for 
revenues. 

OPENING STATEMENT OF CHAIRMAN JUDD GREGG 

Chairman Gregg. Let’s get started a little early, which hopefully 
will set a precedent here, b^ecause our witnesses are here, and Sen- 
ator Conrad is here. I know we will be joined by other people as 
we proceed forward. 

This hearing is to deal with the issue of what we call the Federal 
tax gap, the fact that there is a lot of taxes owed to the Federal 
Government which are not being collected. The IRS estimates a 
gap of $345 billion a year. That is a huge number, and the practical 
effect of not collecting those taxes is that other taxes end up being 
burdensome. The ability and flexibility of the Federal Government 
to do things that are necessary to improve the quality of life for 
Americans and to defend our Nation is limited. And we as a Nation 
need to make sure we are collecting what people owe simply to 
maintain the integrity of the Tax Code. 

We have always had a Tax Code which has been built on the con- 
cept of basically voluntary compliance. People recognize they owe 
a certain amount and they should pay it. Its success is unique to 
Western democracies. We have not had a history of avoidance, or 
fraud that has been systemic. It has occurred but has not been sys- 
temic. 

To the extent fraud occurrs, we should try to address it, improve 
on our collection capability, and make the Code more comprehen- 
sible so that we can effectively collect taxes which are owed so peo- 
ple can feel that the distribution of the tax burgen is just. 

But there is a lot we need to address to accomplish this goal. So 
we have an excellent panel today. 

(165) 
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The person who has been the greatest force here in the Congress 
in trying to address this issue has been my colleague, the Ranking 
Member on the Committee, Senator Conrad. This has been an issue 
that he has raised innumerable times, and I thank him for his vigi- 
lance on this and for raising the level of rhetoric. When someone 
becomes a champion for getting something done around here, that 
is the key of getting it done around here. And so, following his 
leadership, maybe we can get something done. 

So I yield to Senator Conrad on this issue that he has been so 
active and effective on. 

OPENING STATEMENT OF RA NK ING MEMBER KENT CONRAD 

Senator Conrad. First of all, I want to thank the chairman, es- 
pecially thank him for his kind, generous remarks this morning, 
but thank him as well for holding this hearing. I very much appre- 
ciate it. 

I really do believe this is one of the big ideas that we have to 
pursue in order to make progress on the deficit. 



Dramatic Deterioration 
in Budget Picture 


(Deficit in billions of $) 



2001 2002 2003 2004 2005 2006 


Source: OMB 
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Let me just run through a couple of things quickly which put it 
in perspective. We have the President now suggesting the deficit 
this year will he $423 billion. My own calculations are that that is 
somewhat high. I see a deficit this year of about $360 billion. But, 
still, that would give us four of the largest deficits we have had in 
history in dollar terms the last 4 years. 

Let’s go to the next. 
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Revenues as a Percent of GDP 

2004 Level is Lowest Since 1959 

(Percent of GDP) 



1955 1960 1965 1970 1975 1980 1985 1990 1995 2000 2005 


Source; 0MB 


2/e/06 




170 


When we look at revenue as a share of GDP, here is what we 
have seen going back to 1955. There have been a lot of jigs and 
jags, but really the revenue side of the equation fell out from 2001 
to 2004. We have had some recovery here. But here is the point I 
want to make. 

If the tax gap, the difference between what is owed and what is 
being paid, is $350 billion a year or thereabouts, that represents 
about 2.5 percent of GDP. If we were collecting that, we would 
have collections as a share of GDP about right here, with no tax 
increase. No tax increase. 

The point I am trying to make to my colleagues is we clearly 
need more revenue to float this boat. We also have to be tough on 
spending, without question. We also have to reform long-term enti- 
tlements. But we also need more revenue. And the first place to 
look, rather than any tax increase, is to collect the taxes that are 
actually now owed. If we were doing that, we would have a very 
different budget situation. 

Let’s go to the next chart. 



IRS Estimates $345 Billion Annual Tax Gap 



Gross Tax Gap 


$345 B 


Source: IRS estimate of 2001 tax gap, February, 2006 
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This is the rough estimate that we have received from IRS that 
the gross tax gap is approaching $350 billion a year. Hopefully we 
can get to a newer estimate because I think that is pretty conserv- 
ative, based on my own judgment. 



Size of Tax Gap Compared to 
Size of Projected Deficit in 2006 

($ in billions) 


$345 B 



Source: IRS, OIWB 


Projected 
2006 Deficit 
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Let me just put it in perspective. This is the projected deficit for 
the year, $423 billion. Here is the amount of the gross tax gap, 
$345 billion. Again, I think this deficit number is somewhat over- 
stated. My own judgment is the deficit will be about $360 billion 
this year. If we are actually able to collect all this revenue that is 
owed, we would come close to eliminating the deficit. And I under- 
stand the difficulties with collecting it all. The question is: How can 
we make serious progress, not just through enforcement but 
through tax reform? Because I think we have to now seriously con- 
sider fundamental tax reform as part of the mission. 

The point I really want to make is that this is critically impor- 
tant to solving our budget problems. This is a component of what 
we could do to really close the gap, and we could do it without in- 
creasing taxes, but increasing the collection of taxes that are now 
due and owed. 

And with that I want to again thank the chairman very much 
for holding this hearing. 

Chairman Gregg. Thank you, and I appreciate your suggesting 
that we have this hearing. I think it is a critical issue. 

Of course, the Budget Committee only has the capacity to set a 
budget out which projects where we are going to and how we are 
going to get there. But it doesn’t have the authority to actually in- 
stitute action in these areas. That lies with a different authorizing 
committee. In the area of tax policy, that is clearly the Finance 
Committee, and I notice we are joined by the chairman. Does 
Chairman Grassley have anything he wishes to add? 

Senator Grassley. Not at this point, Mr. Chairman. I am just 
around to see what the Budget Committee thinks I ought to do a 
better job of doing. 

[Laughter.] 

Chairman Gregg. Well, the Budget Committee is always inter- 
ested in having the chairman here. 

Mr. Everson, we would love to hear from you. We are joined 
today by two witnesses in the first panel: of course, the Commis- 
sioner of the Internal Revenue Service, Mr. Everson; and the 
Comptroller General, David Walker. 

Mr. Everson. 

STATEMENT OF HON. MARK W. EVERSON, COMMISSIONER, 
INTERNAL REVENUE SERVICE 

Mr. Everson. Thank you, Mr. Chairman, Senator Conrad, and I 
will say Chairman Grassley, because if I leave that out, it would 
probably be at my peril, given the frequency with which I am be- 
fore Finance. 

I am pleased to be here today to discuss the tax gap. I under- 
stand it has been at least some years since an IRS Commissioner 
has come before the Budget Committee. Given the fact that the IRS 
is responsible for collecting substantially all of the over $2 trillion 
that comes into Government coffers each year, I commend you for 
putting tax compliance on your agenda. If we can improve tax com- 
pliance and reduce the tax gap, it will make all of our jobs easier 
and reduce the burden of debt being shifted to future generations. 

I also want to thank the committee for the important role you 
played last year in ensuring that the IRS received adequate re- 
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sources for our enforcement activities. I am hopeful that you will 
do the same as pertains to the President’s 2007 budget request. 

Simply stated, the tax gap is the difference between the tax that 
taxpayers should pay and what is actually paid on a timely basis. 
Overall, our Nation enjoys a very high compliance rate, certainly 
among the best in the world. The vast majority of Americans pay 
their taxes honestly and accurately, and they have every right to 
expect that their neighbors and competitors do the same. Not only 
are the dollars at stake important, but so is the sense of fairness. 
As President Kennedy stated in 1961, “Large continued avoidance 
of tax on the part of some has a steadily demoralizing effect on the 
compliance of others.” 

Unfortunately, our research indicates that in tax year 2001, 
there was a gross tax gap of $345 billion and a noncompliance rate 
of about 16.5 percent. Noncompliance takes three forms: nonfiling, 
underreporting, and underpayment. As this chart indicates, the 
bulk of the tax gap, over 80 percent, relates to underreporting of 
income, not nonfiling or underpayment. The research which we 
have just completed for tax year 2001 further indicates that the 
largest piece of the underreporting component of the gap relates to 
individual income tax, almost $200 billion a year. And of this, over 
half is underreported business income. 

In attacking the tax gap, I would like to make four points. 

First, we are doing a great deal to restore the enforcement func- 
tions of the IRS. This chart shows the growth of enforcement reve- 
nues achieved over the last several years. Enforcement revenues 
are the direct moneys we bring in from our collection activities, au- 
dits, and document matching program. Enforcement revenues do 
not include the indirect behavioral impact of our enforcement ac- 
tivities. But enforcement revenues alone have increased from $33.8 
billion in fiscal year 2001 to over $47 billion last year. I believe the 
credibility of our enforcement activities has been restored. Still, we 
need to do more, and we will. 

As I indicated moments ago, I very much appreciate the support 
this committee has given for securing adequate funding for the 
IRS. Appropriate funding is essential to reducing the tax gap. 

Two, we are using the conclusions from our research to update 
our audit models. The tax gap research will help us do a better job 
of selecting cases for review. Our enforcement operations will be 
more efficient and more productive. 

Three, the President’s budget proposal contains several legisla- 
tive proposals which will help close the tax gap. These are gen- 
erally in the area of increased third-party reporting. This chart de- 
picts the fact that noncompliance is greatest where there is little 
or no third-party reporting. 

Four, we continue to work to improve taxpayer service. Helping 
taxpayers understand their obligation and facilitating their partici- 
pation in the system no doubt supports compliance. But I would 
emphasize that the most important thing we could do to better 
serve taxpayers would be to simplify the Tax Code. Complexity ob- 
scures understanding. 

The last point I would like to make is that while we are moving 
aggressively to reduce the tax gap and can close a significant por- 
tion of the gap over a period of years, I say here, “no one should 
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think...” — maybe I should revise that for Senator Conrad — that we 
can totally eliminate the gap. That would take draconian measures 
and make the Government too intrusive. We need to strike the 
right balance. 

Thank you. 

[The prepared statement of Mr. Everson follows:] 
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WRITTEN TESTIMONY OF 
COMMISSIONER OF INTERNAL REVENUE 
MARK EVERSON 
BEFORE 

THE SENATE COMMITTEE ON THE BUDGET 
ON 

THE TAX GAP AND HOW TO SOLVE IT 
FEBRUARY 15, 2006 


Introduction 

Chairman Gregg, Senator Conrad, and Members of the committee, I am pleased to be 
here today to discuss the latest information we have on the tax gap. I also want to discuss 
steps we are taking to reduce the gap as well as some specific changes in the law that will 
enable us to do an even better job in the future. 

Background: 

The tax gap is the difference between the amount of tax imposed on taxpayers for a given 
year and the amount that is paid voluntarily and timely. The tax gap represents, in dollar 
terms, the annual amount of noncompliance with our tax laws. While no tax system can 
ever achieve 100 percent compliance, the IRS is committed to finding ways to increase 
compliance and reduce the tax gap, while minimizing the burden on the vast majority of 
taxpayers who pay their taxes accurately and on time. Moreover, because the complexity 
of our current tax system is a significant reason for the tax gap, fundamental reform and 
simplification of the tax law is necessary in order to achieve significant reductions in the 
tax gap. 

Last March, the IRS released preliminary results of our analysis of the compliance data 
recently compiled by the National Research Program (NRP). These preliminary results 
were for Tax Year 2001 and were the first such comprehensive numbers available since 
1988, We have done several much narrower studies since 1988, but nothing that would 
allow us to comprehensively update our estimates of the overall tax gap. 

Prior to the early 1990s, our estimates of reporting compliance were based on the 
Taxpayer Compliance Measurement Program (TCMP), which consisted of line by line 
audits of random samples of returns. This provided us with information on compliance 
trends and allowed us to update audit selection formulas. The NRP was bom out of our 
effort to find a less intrusive way to measure compliance with the tax laws. 

The NRP introduced several innovations designed to reduce the burden imposed on 
taxpayers whose returns were selected for the study. These innovations included the 
compilation of a comprehensive set of data to supplement what was being reported on 
select returns; the introduction of a classification process that helps identify how best to 
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handle each return in the sample; and the streamlining of the collection of data which, 
among other things, provided auditors with new tools to detect noncompliance. 

A focused statistical selection process resulted in the NRP sample including 
approximately 46,000 returns, somewhat fewer than previous compliance studies, even 
though the population of individual tax returns had grown over time. Clearly the NRP 
approach was much less burdensome on taxpayers than the old TCMP audits, which 
required the taxpayer to support the entry made on every line on the return. At the same 
time, we expect that the data collected through the NRP sample will be about the same 
quality as the data collected under the TCMP. 

One of the other advantages derived from the NRP study is the opportunity to update our 
discriminant function (DIF) formulas. The DIF system is a well known statistical 
technique that the IRS has been using since the early I970’s. It is designed to help us 
choose which returns merit further examination and to avoid examining compliant 
taxpayers. 

Using the recent NRP study data, we have developed new DIF formulas for several 
examination classes. IRS implemented these new formulas in January 2006 to evaluate 
Tax Year 2005 returns. We will begin examining returns selected using these new 
formulas in October 2006. We believe using the new formulas will allow us to improve 
productivity and reduce taxpayer burden by reducing significantly the number of 
examinations resulting in little or no change to the taxpayer’s tax liability. 

Almost as important as understanding what the NRP research provides is to understand 
its limitations. The focus of the study is on individual income tax returns. It does not 
provide estimates for noncompliance with other taxes, such as the corporate income tax 
or the estate tax. The numbers we use for those estimates of compliance with taxes other 
than the individual income tax are still based on rough projections that assume no change 
in compliance behavior among the major tax gap components since the most recent 
compliance data were compiled, (i.e., 1988 or earlier). 

I would note, however, that we have just announced the latest NRP study which will 
assist us in better analyzing both the individual and corporation income tax gaps. 
Specifically, the newest NRP study will focus on S Corporations, the most common 
corporate entity. In 2003, nearly 3.4 million S corporations filed tax returns, accounting 
for over 58 percent of all corporate returns filed that year. 

With this new study we will gauge the extent to which the income, deductions, and 
credits of S corporations are properly reported on the returns filed by them and their 
shareholders. This study will serve as a complement to the individual reporting 
compliance study. 
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Distinguishing the Tax Gap From Related Concepts 

The tax gap is not the same as the so called “underground economy”, although there is 
some overlap (particularly in the legal-sector cash economy). For example, the tax gap 
does not include the illegal sector of the economy and the underground economy does not 
include certain types of tax noncompliance such as overstated deductions or claiming 
improper filing status. 

Equally important, the tax gap does not arise solely from tax evasion or cheating. It 
includes a significant amount of noncompliance due to the complexity of the tax laws that 
results in errors of ignorance, confusion, and carelessness. This distinction is important, 
though, at this point, we do not have sufficiently good data to help us know how much 
arises from willfulness as opposed to innocent mistakes. This is an area where we expect 
foture research to improve our understanding. 

Latest Numbers 

Historically, there are three types of income that are not well represented in compliance 
audits: informal supplier income, tip income, and unreported income that is not detected 
by auditors. We have taken the preliminary analysis done last March and supplemented it 
with other data and special analyses to account more accurately for these three income 
types. In the past, these supplemental analyses have taken several years to complete after 
the audit data became available. Utilizing new technologies, we have been able to refine 
the data over the past several months. 

These numbers showed that there is an overall gross tax gap of approximately $345 
billion, leading to a noncorapliance rate of 16.3 percent. Both of these numbers are in the 
upper end of the range of estimates provided last spring. 

The net tax gap or what is remaining after enforcement and other late payments is $290 
billion, also in the upper end of the earlier range. 

Noncompliance takes three forms: not filing required returns on time; not reporting one’s 
full tax liability even when the return is filed on time; and not paying by the due date the 
full amount of tax reported on a timely return. We have separate tax gap estimates for 
each of these tliree types of noncompliance. 

Underreporting constitutes nearly 82 percent of the gross tax gap, up slightly from our 
earlier estimates. Nonfiling constitutes 8.6 percent and underpayment 9.6 percent of the 
gross tax gap. 

Individual income tax accounts for 46 percent of ail tax receipts. However, as shown on 
the chart on the next page, individual income tax underreporting is approximately $197 
billion. This constitutes about 56 percent of the overall tax gap. While a comparison 
with 1988 data would suggest a slight worsening of individual income tax reporting 
compliance, it is important to remember that the data tell us nothing about the years just 
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before or just after Tax Year 2001 and, as such, cannot tel! us whether compliance trends 
today are improving or getting worse. 

As in previous compliance studies, the NRP data suggest that well over half ($109 
billion) of the individual underreporting gap came from understated net business income 
(unreported receipts and overstated expenses). Approximately 28 percent ($56 billion) 
came from underreported non-business income, such as wages, tips, interest, dividends, 
and capital gains. The remaining $32 billion came from overstated subtractions from 
income (i.e. statutory adjustments, deductions, and exemptions), and from overstated tax 
credits. 


NRP-Based Tax Gap Estimates, Tax Year 2001 


Tax Gap Component 

Gross Tax Gap 
($ billions) 

Share of 
Total Gap 

Individual income tax underreporting gap 

197 

56% 

Understated non-business income 

56 

16% 

Understated net business income 

109 

31% 

Overstated adjustments, deductions, exemptions 
and credits 

32 

9% 

Self-Employment tax underreporting gap 

39 

11% 

Ail other components of the tax gap 

109 

33% 

Total Tax Gap 

345 


Note: Detail does not add due to rounding 




The corresponding estimate of the self-employment tax underreporting gap is $39 billion, 
which accounts for about 1 1 percent of the overall tax gap. Self employment tax is 
underreported primarily because self-employment income is underreported for income 
tax purposes. Taking individual income tax and self employment tax together, then, we 
see that individual underreporting contributes nearly 70 percent of the overall tax gap. 

It appears that compliance rates for sections of the Form 1040 where the most 
noncompliance occurs have not changed dramatically since the last compliance study in 
1988, The amounts least likely to be misreported on tax returns are subject to both third 
party information reporting and withholding and are, therefore, the most “visible” (e.g., 
wages and salaries). The net misreporting percentage (NMP) for wages and salaries is 
only 1 percent. 

Amounts subject to third-party information reporting, but not to withholding (interest and 
dividend income), exhibit a somewhat higher misreporting percentage. For example, 
there is about a 4% percent misreporting rate for interest and dividends. 

Amounts subject to partial reporting by third parties (e.g., capital gains) have a still 
higher misreporting percentage (e.g,, 12 percent for capital gains). As expected, amounts 
not subject to withholding or third party information reporting (e.g., sole proprietor 
income and the “other income” line on form 1040) are the least “visible” and, therefore, 
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are most likely to be misreported. The misreporting estimate for “other income” is 64 
percent or $23 billion of tax. 

With transactions that are less “visible” to the IRS, and with very low audit rates by 
historical standards, some sole proprietors may have become emboldened to cut comers 
on their taxes. Other small business owners may be swamped by the cost and complexity 
of meeting their tax obligations and their business requirements. Whatever the reason, it 
is easy to see that we have a serious problem with underreporting for those items not 
subject to withholding or third party information reporting. 

What We Are Doing Today to Address the Tax Gap 

We recognize that the best way to address the tax gap is to maintain a balance between 
service and enforcement. Our mantra is that Service + Enforcement = Compliance. 

The Tax Code is extremely complex and it is easy even for sophisticated taxpayers to 
make honest mistakes. The IRS has an obligation to assist taxpayers in both 
understanding the tax law and remitting the proper amount of tax. In 2006, we will 
maintain a strong service focus. We have updated our website to allow taxpayers to find 
out if they qualify for the earned income tax credit or whether they will be subject to the 
alternative minimum tax. Through our FreeFile program, 70 percent of all individual 
taxpayers can now file their federal taxes electronically at no cost. Returns filed 
electronically have a significantly lower risk of error, saving time and resources for both 
taxpayers and the IRS. 

The level of electronic filing continues to grow and as a result, refunds are processed 
faster than ever. The accuracy of answers that taxpayers get when they reach our call 
centers continues to rise and the level of expertise at our volunteer income tax assistance 
centers (VITA) has never been better. 

Most Americans pay their taxes honestly and accurately, and have every right to be 
confident that when they do, their neighbors and competitors are doing the same. When 
their neighbors and competitors let them down and fail to file properly, the IRS has an 
obligation to respond. 

I have talked about some of our service initiatives. Let me provide you an overview of 
the steps we are taking from an enforcement perspective to bolster the confidence of the 
American people that all are paying their fair share. 

We have several enforcement priorities, one of which is to discourage and deter non- 
compliance, with an emphasis on corrosive activity by corporations, high income 
individuals, and other contributors to the tax gap. 

• In 2005, we audited nearly 220,000 high income taxpayers, more than double the 
number audited in 2000. 
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• Overall, audits for individuals reached 1.2 million, 20 percent more than 2004 and 
almost double the level five years earlier. 

• In 2005, we audited nearly 5000 businesses with assets over $250 million, an 
increase of 1 1 percent. In addition, we audited one out of every five companies 
with assets of $10 million. Finally, audits of businesses with less than $10 million 
in assets rose 145 percent from 2004. 

Enforcement revenue from audits of corporations and individuals hit $17.7 billion in 
2005 compared to $10.7 billion in 2003. In all, collections from heightened enforcement 
efforts rose 10% in 2005 moving from $43.1 billion in 2004 to $47.3 billion in 2005 

The centerpiece of our enforcement strategy is combating abusive tax shelters, both for 
corporations and high income individuals. About 22 months ago we made a settlement 
offer regarding the Son of Boss tax shelter. For the first time, the IRS required a total 
concession by the taxpayer of artificial losses claimed and, for most taxpayers, required a 
payment of penalties. Nearly 1200 taxpayers have participated in that initiative and we 
have collected $3.8 billion in taxes, interest, and penalties. 

In addition to Son of Boss, last October we announced a global settlement initiative that 
covered 21 listed and non-listed transactions. They include a wide cluster of transactions 
involving funds used for employee benefits, charitable remainder trusts, offsetting foreign 
currency contracts, debt straddles, lease strips, and certain abusive conservation 
easements. 

Taxpayers had until January 23, 2006 to file an election to take part in the global 
settlement program. Under the terms of the settlement, taxpayers will be required to pay 
100 percent of taxes owed, interest and, depending on the transaction, either a quarter or 
half the accuracy-related penalty the IRS will otherwise seek 

We have been pleased by the response to this initiative and we believe the response was 
buoyed by the provisions of the Gulf Qpportunity Zone Act of 2005 that modified the 
rules for calculating interest on tax deficiencies of individual taxpayers who participated 
in certain abusive tax shelters and increased incentives for individuals to come forward as 
part of this program. 

In addition, our Large and Mid-Sized Business Division has issued more than 500 
administrative summonses as part of our attack on shelter promoters, and we have 
approximately 200 active promoter examinations under way. Entities being looked at 
include banks, accounting firms, law firms and brokerage houses. We want to make it 
clear that taxpayers who take aggressive return positions relying on the “audit lottery” 
and the chance they will not be examined have made a really bad decision. 

Combating abusive tax shelters will remain a top priority in 2006. We will not let our 
guard down. Our plan is to focus on improper uses of tax exempt bonds and trusts, 
questionable transfer-pricing practices, offshore accounts, and charitable donations of 
intangible assets. 
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We are also getting help in our efforts from other Federal entities. The Financial 
Accounting Standards Board recently issued Proposal 109, which stipulates that in order 
to show the net financial benefits of a tax position, the treatment must have a “probable” 
recognition threshold, which is commonly interpreted as at least a 70 percent likelihood 
of being upheld. Previously, the wording was “more likely than not”, that is, more than 
50 percent. 

The Securities and Exchange Commission is also increasing the information it shares 
with us. As a result, the new transparency on financial statements, as required under the 
Sarbanes-Oxiey Act, will have growing significance for tax compliance. 

Another enforcement priority is to assure that attorneys, accountants, and other tax 
practitioners adhere to professional standards and follow the law. Our system of tax 
administration depends upon the integrity of practitioners. The vast majority of 
practitioners are conscientious and honest, but even the honest tax professionals suffered 
from the sad and steep erosion of ethics in recent years by being subjected to untoward 
competitive pressures. 

In some cases, this erosion reaches criminal levels. In 2005, we initiated 248 criminal 
investigations of tax preparer fraud. This is in addition to cases in which, we either have 
indictments or pending convictions involving criminal behavior. In 2005, 1 18 tax 
preparers received sentences from a judge. Nearly 86 percent were incarcerated and the 
average sentence was 1 8 months. 

We have done quite a bit to restore faith in the work of tax professionals. We have 
strengthened regulations governing the standards of tax practice to discourage the 
manufacturing of bogus legal opinions on the validity of tax shelters. Treasury 
regulations set forth rules governing what does and does not qualify as an independent 
opinion about a tax shelter. Specifically, new Treasury Department regulations took 
effect last June which revise Circular 230 governing tax practitioner behavior. The new 
regulations establish standards for written tax advice prepared by practitioners. 

Further, additional revisions to Circular 230 were recently proposed to make disciplinary 
proceedings more transparent so that practitioners may leam the types of behavior IRS is 
likely to challenge under the Circular. 

The IRS has made noncompliance by tax exempt and governmental entities and misuse 
of the tax exempt status of such entities by third parties for tax avoidance purposes, 
another major enforcement priority. 

For example, earlier this year, we concluded that more than 30 credit counseling firms, 
accounting for more than half of the industry’s revenues, are not entitled to tax exempt 
status. The revocations of the tax exempt status of these entities are the culmination of 
more than two years of work covering more than 60 credit counseling organizations. 
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These organizations were granted tax exempt status originally because they were 
supposed to be educating and assisting people who have credit or cash flow problems. 
Unfortunately, too many of these organizations, instead, operate for the benefit of 
insiders or are improperly in league with profit making companies. 

Another example of our recent enforcement efforts is the high profile case of Richard 
Hatch, the winner of $ 1 million on the first season of Survivor. He was recently 
convicted for tax evasion for failure to report that and other income to the IRS. However, 
he was also using a charity to shelter some of that income. In addition, he was accepting 
money on behalf of the charity and channeling it for his own personal use. 

We want to make sure that when people donate money to charities that it is going for the 
purpose intended and not into the pockets of some individuals associated with the 
charitable organization. 

In 2006, the tax exempt sector will continue to focus on key areas where organizations 
are abusing their exempt status or where others are using them for unintended purposes. 
Three of the areas in which we anticipate renewed enforcement include political 
intervention, compensation and abusive transactions. 

Relative to political intervention, we will be finishing up in 2006 contacts with 130 
organizations suspected of political intervention in the 2004 election. Almost half of 
these are churches. Most of the problems we are finding in this area are one-time events 
that can be easily resolved. However, we continue to get reports of tax exempt entities 
possibly crossing the line in this area. 

Excessive compensation of executives will also be a main focus of our enforcement 
efforts. There are indications that organizations have allowed key executives too great a 
voice in determining their own compensation or otherwise have not done due diligence in 
setting compensation levels. We have contacted almost 2000 Section 501(c)(3) 
organizations including about 400 private foundations, In addition, we are exploring 
hospitals and their compensation to executives. 

As far as potentially abusive transactions go, I have already spoken about our global 
settlement initiative. At least ten of the transactions included in this initiative involve our 
Tax Exempt/Govemment Entities division (TE/GE). 


FY 07 Budget Proposal 

Secretary Snow will soon appear before this committee to discuss the FY 07 budget 
proposed by the President. Included in that budget is a recommendation for the IRS. 

As with other federal agencies, the budget recommendation for IRS demands increased 
efficiencies in our overall operation and will require that we all do more with less. The 
proposed budget for FY 2007 is $10,591,837,000 in direct appropriations supplemented 
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by $135 million in increased user fees for a total operating budget of $10,726,837,000. 
This represents a 1.4 percent increase from the FY 06 enacted level and we believe it will 
allow us to continue the balance between service and enforcement that is so critical in tax 
administration. 

Of the total request, $6,961 billion in direct appropriations is requested for enforcement, 
an increase of S 137 million or two percent more than FY 2006. However, this 
enforcement increase is requested as a program integrity cap adjustment similar to the 
adjustment enacted in FY 2006. And, as with FY 06, the $137 million increase and the 
$6,824 base will be “fenced” so as to specify that the funding can only be used for 
enforcement. 

It was this committee that last year recognized the importance of IRS’s enforcement 
initiatives and included the program integrity cap adjustment in the Budget resolution. 
That adjustment is now being used to support many of the enforcement activities I 
enumerated earlier. 

I wish to express my deep appreciation to this committee for taking that action last year. 

The cap adjustment requested this year is somewhat different than the one in the FY 06 
budget. Last year the $446 million increase actually helped supplement enforcement 
program initiatives. The $ 1 37 million requested for FY 07 is what is needed to pay the 
cost increases associated with the FY 2006 enforcement base. 

In other words, approval of the $137 million in the FY 07 request is necessary in order to 
reap the full benefits of the investment made in enforcement last year, an investment I 
would remind the committee has paid off handsomely for American taxpayers. 

Although not directly connected, the IRS yields approximately four dollars in direct 
revenue for every additional dollar spent in its enforcement efforts. In FY 2005 we 
brought in a record of $47.3 billion in enforcement revenue, an increase of $4.2 billion 
from the previous years. 

Beyond the direct revenues generated by increasing audits, collection and criminal 
investigations, our enforcement efforts have a deterrent effect on those who might be 
tempted to skirt their tax obligations. 

It is important that we not allow the tax cheats and those who seek to game the system a 
chance to get back on the offensive. The investments we made in enforcement last year 
have them on the run. Let’s not undermine that progress by failing to fund the $137 
million it takes to pay cost increases out of the FY 2006 base. 
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Legislative Proposals to Reduce the Tax Gap 

Please imagine if you will that each of our enforcement initiatives is a tool. Collectively, 
as I have enumerated above, these tools make a pretty impressive tool belt. However, 
with more tools in our belt, we should be able to accomplish even more. As part of his 
FY 2007 Budget proposal, the President proposed several legislative changes that would 
add additional tools to our belt and help to reduce the tax gap. 

The five changes proposed by the President would generate $259 million in increased 
collections in FY 07 and, over the course of the next ten years, a total of $3.6 billion. 
Allow me to address each of the proposals individually. 

The first proposal would clarify when employee leasing companies can be held liable for 
their clients’ Federal employment tax. Employee leasing is the practice of contracting 
with an outside business to handle certain administrative, personnel, and payroll matters 
for a taxpayer’s employees. Typically, these firms prepare and file employment tax 
returns for their clients using the leasing company’s name and employer identification 
number, often taking the position that the leasing company is the statutory or common 
law employer of the clients’ workers. 

Non-compliance with the Federal employment tax reporting and withholding 
requirements is a significant part of the tax gap. Under present law, there is uncertainty 
as to whether the employee leasing company or its client is liable for unpaid Federal 
employment taxes arising with respect to wages paid to the client’s workers. Thus, when 
an employee leasing company files employment tax returns using its own name and 
employer identification number, but fails to pay some or all of the taxes due, or when no 
returns are filed with respect to the wages paid by a company that uses an employee 
leasing company, there can be uncertainty as to how the Federal employment taxes are 
assessed and collected. 

The Administration’s proposal would set forth standards for holding employee leasing 
companies jointly and severally liable with their clients for Federal employment taxes. 
The proposal would also provide standards for holding employee leasing companies 
solely liable if they met certain specified standards. 

The second proposal would increase reporting on payment card transactions. Payment 
cards (including credit cards and debit cards) are a growing form of payment in retail 
business transactions. The failure of some retail businesses to accurately report their 
gross income, including income derived from payment card transactions, represents a 
significant portion of the tax gap. 

Specifically, the Administration proposes that the Treasury Secretary be given the 
authority to promulgate regulations requiring annual reporting of the aggregate 
reimbursement payments made to merchants in a calendar year, and to require backup 
withholding for card issuers in the event that a merchant payee fails to provide a valid 
taxpayer identification number. 
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It is clear that increased information reporting and backup withholding are highly 
effective means of improving compliance with tax laws. Because reimbursement 
information is provided to merchants, requiring this information to be reported to the IRS 
on an aggregate annual basis will impose minimal burden on card issuers. In addition, 
implementing a backup withholding system for payment card reimbursements to 
businesses would lead to material improvements in the compliance rates of these 
taxpayers without imposing a significant burden. 

Our third proposal would require increased information reporting for certain government 
payments for property and services. In March, I will be testifying before the Senate 
Permanent Subcommittee on Investigations. The subject of that hearing will be to 
follow- up on an earlier hearing that looked at the number of Federal contractors who 
themselves are delinquent in their Federal taxes. GAO identified 97 such cases and we 
have, or will be soon looking at each of these. 

As strange as it may seem, government at all levels does business with vendors who are 
delinquent on their taxes. Our proposal would authorize the Treasury Secretary to 
promulgate regulations requiring information reporting and backup withholding on non- 
wage payments by Federal, state and local governments to procure property and services. 
Certain payments would, of course, be exempt. These include payments of wages and 
interest, payments for real property, payments to tax exempt entities or foreign 
governments, intergovernmental payments, and payments made pursuant to a classified 
or confidential contract. 

The fourth proposal would amend collection due process procedures for employment tax 
liabilities. Employment taxes constitute one-fifth of the IRS total inventory of unpaid 
taxes. Currently, we are authorized to take various collection actions including issuing 
Federal tax levies. Before a tax levy can be issued, however, the IRS must provide the 
taxpayer with a notice and an opportunity for an administrative collection due process 
(GDP) hearing, and forjudicial review. 

Frequently, an employer who fails to satisfy its Federal tax liabilities for one period will 
also fail to satisfy them for later periods resulting in a “pyramiding” of unpaid taxes. 
Some employers who request a CDP hearing or judicial review for one tax period will 
continue to accrue, or pyramid, their employment tax liabilities during the CDP 
proceedings. Liabilities for the subsequent periods cannot be collected by levy until the 
employer has been given notice and opportunity for hearing and judicial review for each 
period. 

Our proposal would allow the levy to be imposed prior to a CDP hearing in a fashion 
similar to levies issued to collect a federal tax liability from a state tax refund. Taxpayers 
would have the right to a CDP hearing with respect to employment tax liabilities within a 
reasonable time after the levy. 
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The final legislative proposal would expand the signature requirement and penalty 
provisions applicable to paid tax preparers. Under current law, paid tax return preparers 
are required to sign and include their taxpayer identification number (TIN) on income tax 
return and related documents that they prepare for compensation. Paid return preparers, 
however, are not required to sign and include their TINs on non-income tax returns or 
related documents such as employment tax returns, excise tax returns, and estate and gift 
tax returns. The Administration’s proposal would expand preparer identification and 
penalty provisions to non-income tax returns. Further, it would impose penalties for 
preparing non-income tax return related documents that contain false, incomplete, or 
misleading information or certain frivolous positions that delay collection. 

Conclusion 

On the whole, our system of self-assessment of tax liabilities works well. Most countries 
would be thrilled to have a voluntary compliance rate of almost 84 percent. 

We owe it, however, to compliant taxpayers to do everything we can to make sure we 
collect the other 16 percent. Otherwise, the legitimate taxpayers are asked to carry an 
unfair and unnecessary burden. 

It is clear that consistent efforts to keep the complexity and unnecessary burden of the tax 
system to a minimum, to provide the excellent service that the taxpaying public deserves, 
and to maintain a strong and well targeted enforcement presence are necessary to 
improve compliance rates. 

We will continue our efforts to maintain the balance between service and enforcement, 
but it is a balance. In addition to providing excellent service and maintaining a strong 
respect for taxpayer rights, we must have the resources and the tools to enforce the laws. 
Adoption of the President’s budget request for our agency along with the five legislative 
proposals will make sure we have those tools for another year. 

Thank you for the opportunity to discuss the tax gap and our efforts to combat it. I am 
happy to take your questions. 
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Chairman Gregg. Thank you, Mr. Everson. 

Mr. Walker. 

STATEMENT OF HON. DAVID M. WALKER, COMPTROLLER GEN- 
ERAL OF THE UNITED STATES, U.S. GOVERNMENT ACCOUNT- 
ABILITY OFFICE 

Mr. Walker. Mr. Chairman, Senator Conrad, Chairman Grass- 
ley, thank you for being here to talk about the tax gap. I would re- 
spectfully request that my entire statement be included in the 
record. 

Chairman Gregg. Of course. 

Mr. Walker. I will move to summarize the highlights. 

Let me note at the outset that I, too, would like to commend this 
committee for being concerned with this issue. I would also like to 
note for the record that the Senate Finance Committee held a hear- 
ing on this exact subject last year, at which both the Commissioner 
and I had the opportunity to testify. I hope and expect that the 
Senate Finance Committee will be taking action in a number of re- 
lated areas in the future. 

With regard to the tax gap, let me make five major points, and 
I have some slides that have been made available to you that I will 
show so the audience can see. 

GAO’s long-term budget simulations show that over the long 
term we face large and growing structural deficits due primarily to 
known demographic trends, rising health care costs, and lower Fed- 
eral revenues as a percentage of the economy. Figure 1 and Figure 
2, the first two slides that are on pages 4 and 5 of my testimony, 
exhibit this large and growing structural imbalance. I am happy to 
answer questions about the differences between 1 and 2 in the 
Q&A section if you so desire. 

Continuing on this imprudent and unsustainable fiscal path will 
gradually erode, if not suddenly damage, our economy, our stand- 
ard of living, and ultimately our national security. Reducing the 
current tax gap would contribute to our fiscal sustainability while 
simultaneously improving fairness for those citizens who fully and 
timely meet their tax obligations. 

Second, underreporting of income by businesses and individuals 
accounted for most of the $345 billion tax gap for 2001, with indi- 
vidual income tax underreporting alone accounting for $197 billion. 
Corporate income tax and employment tax underreporting ac- 
counted for $84 billion, and that is noted on Table 1 on page 7, or 
the third slide that you have. 

Third, given the persistence and size of the tax gap, we need not 
only to consider options that have previously been proposed, but 
also explore new administrative and legislative approaches to re- 
ducing the tax gap. Even modest progress would yield significant 
revenue. Each 1-percent reduction would likely yield nearly $3 bil- 
lion per year. Reducing the tax gap will be a challenging effort. 
Long-term progress will require attacking the gap on multiple 
fronts and involving multiple strategies over a sustained period of 
time. These strategies could include and in some cases should in- 
clude such efforts as to regularly obtain data on the extent of and 
reasons for noncompliance; simplifying the Tax Code — I would 
agree that is No. 1; providing quality services to taxpayers, which 
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I know the IRS has been focused on in recent years; enhancing en- 
forcement of tax laws by utilizing such enforcement tools as tax 
withholding, additional information reporting, enhanced penalties 
where they have been eroded over time due to inflation, better 
leveraging technology, and maximizing resource allocation based 
upon the areas that are likely to generate the best value and, 
therefore, close most of the tax gap. 

With regard to tax expenditures, which are noted on Figures 3 
and 4 on pages 13 and 14 of my testimony, this notes the signifi- 
cant increase in the number of tax expenditures over the past two 
decades. We lose $700 to $800 billion a year in tax revenues due 
to tax expenditures. They represent in many cases back-door 
spending. 

It is important that we have appropriate visibility on these tax 
expenditures in order to make them part of the overall equation on 
assuring that we can ultimately pay our current bills and deliver 
on our future promises over time. 

And, last. Figure 5, which is on page 17 of my testimony, sum- 
marizes selected information with regard to individual tax under- 
reporting as it relates to areas where information returns are not 
provided and withholding is not required. In this regard, some ex- 
amples of additional information reporting or withholding actions 
which might make sense going forward would be: requiring tax 
withholding and more and better information return reporting on 
payments that are made to independent contractors; requiring in- 
formation return reporting on certain payments made to corpora- 
tions; and requiring more data on information returns dealing with 
capital gain income. 

In summary, our Nation’s fiscal imbalance and related challenges 
have created a situation where we are on an imprudent and 
unsustainable path that needs to be addressed. While our long- 
term imbalance cannot be corrected solely by addressing the tax 
gap, and while we should have zero tolerance for people who don’t 
pay their fair share, the tax gap will never be zero. Nonetheless, 
it could help tremendously in closing the gap over the longer term. 
We will, however, need to take other steps, and we stand ready to 
work with the Congress in trying to address this and other issues 
of mutual interest and concern. 

Thank you very much. 

[The prepared statement of Mr. Walker follows:] 
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Why GAO Did This Study 

The Internal Revenue Service’s 
(IRS) most recent estimate of the 
difference between what taxpayers 
timely and accurately paid in toces 
and what they owed was 
$346 billion. IRS estimates it will 
eventually recover some of this tax 
gap, resulting in an estimated net 
tax gap of $290 billion. The tax 
arises when taxpayers fail to 
comply with the tax la\TO by 
underreporting tax liabilities on tax 
returns; underpajing taxes due 
from filed return; or nonfiling, 
which refers to the failure to file a 
required tax return altogether or in 
a timely maimer. 

'The Chairman and Ranldng 
Minority Member of the Senate 
Committee on the Budget asked 
GAO to present information on the 
causes of and possible solutions to 
the tax gap. This testimony 
addresses the nature and extent of 
the tax gap and the significance of 
reducing the tax gap, including 
some steps that may assist vrith 
this challenging task. For context, 
this testimony also addressed 
GAO’s most recent simulations of 
the long'term fiscal outlook and the 
need for a fundamental 
reexamination of maaor spending 
and tax policies and priorities. 


What GAO Recommends 


GAO is not maldng any new 
recommendations but discusses 
some past recommendations and 
highlights some new areas for 
possible attention. 


What GAO Found 

Our nation’s fiscal policy is on an imprudent and unsustainable course. As 
long-term budget simulations by GAO show, over the long term we face a 
large and growing structural deficit due primarily to knovm demographic 
trends, rising health care costs, and lower federal revenues as a percentage 
of the economy. GAO’s simulations indicate that the long-term fiscal 
challenge is too big to be solved by economic growth alone or by making 
modest changes to existing spending and tax policies. Rather, a fundamental 
reexamination of major policies and priorities will be important to rec£^ture 
our future fiscal flexibility. 

Underreporting of income by businesses and individuals accounted for mc^t 
of the estimated $345 billion tax for 2001, with individual income tax 
underreporting alone accounting for $197 billion, or over half of the total 
gap. Corporate income tax and employment tax underreporting accounted 
for an additional $84 billion of the gap. 

Reducing the tax gap would help improve fiscal sustainability. Given the tax 
gap’s persistence and size, it will require considering not only options that 
have been previously proposed but also new administrative and legislative 
actions. Even modest progress would yield significant revenue; each 1 
percent reduction would likely yield nearly $3 billion annually. Reducing the 
tax gap will be a challenging long-term task, and progress will require 
attacl^g the gap with multiple strategies over a sustained period. These 
strategies could include efforts to regularly obtain data on the extent of, and 
reasons for, noncompliance; simplify the tax code; provide quality service to 
taxpayers; enhance enforcement of tax laws by utilizing enforcement tools 
such as tax withholding, information reporting, and penalties; lever^e 
technology; and optimize resource allocation. 


IRS's Tax Year 2001 Gross Tax Gap Estimates by Type of Noncompliance and Type of Tax 

Dollars in billions 

Type of tax 

Type of 

noncomptlance 

Individual 

income 

Corporate 

income 

Employment 

Estate 

Excise 

Total 

Underre porting 

S197 

S30 

$54 

$4 

No estimate 

$285 

Underpayment 

23 

2 

5 

2 

$1 

$34 

Nonfilino 

25 

No estimate 

No estimate 

2 

No estimate 

$27 

Totai 

S244 

$32 

$59 

$8 

$1 

$345 


Note; Figures may not sum to totals due to rounding. 


www.gao.gov/cgi-bin/getrpl76AO-06-453T. 
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For more information, contact Michael 
Brostek at (202) 512-9t 10 or 
brostekm@gao.gov. 
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Chaimian Gregg, Senator Conrad, and Membere of the Committee: 

I appreciate thfe opportunity to discuss the annual tax gap — the difference 
between what taxpayers timely and accurately pay in taxes and what they 
should pay under the law — and how reducing that gap can help the nation 
cope with its large and growing long-term fiscal challenges. Hie Internal 
Revenue Service (IRS) most recently estimated a gross tax that 
reached $345 billion for tax year 2001. IRS estimated that it would recover 
around $55 billion through late payments and IRS enforcement actions, 
resulting in a net tax gap of around $290 billion.' The tax gap arises when 
taxpayers intentionally or unintentionally fail to comply with the tax laws. 
Their failure to pay taxes increases the burden of funding the nation’s 
commitments for those taxpayers who voluntarily pay their taxes. 

For context in considering the tax gap, I will first provide the committee 
with an overview of the federal government’s fiscal condition and the 
challenges we will face in funding our nation's commitments. Next, I will 
discuss the size and components of the tax g^. Finally, I will discuss the 
significance of reducing the tax gap and various means to achieve that 
goal, including measuring the extent of, and reasons for, noncompliance; 
simplifying the tax code; improving taxpayer service; enhancing IRS 
enforcement through the use of tools such as withholding, information 
reporting, and penalties; leveraging technology; and optimizing resource 
allocation. 

My remarks are based on our previous work on a variety of issues, in 
particular, recent testimonies and a report on reducing the tax gap.® These 
efforts were conducted in accordance with generally accepted government 
auditing standards. 


‘Throughout this statement, references to the tax gap refer to the gross tax gap unless 
otherwise noted. 

®GAO, Tax Compliance: Reducing the Tax Gap Can Contribute to Fiscal Sustainability 
but WiU Require a Variety of Strategies, GAO-U5-527T (Washington, D.C.: Apr. 14, 2005); 
Tax Gap: Multiple Strategies, Better Compliance Data, and Long- Term Goals Are Needed 
to Improve Taxpayer Compliance, GAO-06-208T (Washington, D.C.: Od;. 26, 2005); and 
Tax Compliance: Better Compliance Data and Long-term Goals Would Support a More 
Strategic IRS Approach to Reducing the Tax Gap, GAO-05-763 (Washin^n, D.C.: July 18, 
2005). 
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Let me begin by highlighting three m^or points: 

• GAO’s iong-tenn budget simulations show that over the long term we face 
large and growing structural deficits due primarily to known demogr^hic 
trends, rising health care costs, and lower federal revenues as a 
percentage of the economy. Continuing on this unsustainable fiscal path 
will gradually erode, if not suddeiUy damage, our economy, our standard 
of living, and ultimately our national security. Our current path also will 
increasingly constrain our ability to address emerging and unexpected 
budgetary needs and increase the burdens that will be faced by our 
children, grandchildren, and future generations. Reducing the current tax 
gap would contribute to our fiscal sustainability while simultaneously 
improving fairness for those citizens who fully and timely meet their tax 
obligations. 

• Underreporting of income by businesses and individuals accounted for 
most of the estimated $345 billion tax gap for 2001, with individual income 
tax underreporting alone accounting for $197 billion, or over half of the 
total gap. Corporate income tax and employment tax underreporting 
accounted for an additional $84 billion. 

• Given the persistence and size of the tax gap, we need not only to consider 
options that have been previously proposed but also explore new 
admirustrative and legislative approaches to reducing the tax gap. Even 
modest progress would yield significant revenue; each 1 percent reduction 
would likely yield nearly $3 billion annually. Reducing the tax gap will be a 
challenging, long-term task and progress require attacking the gap on 
multiple fronts and with multiple strategies over a sustained period. These 
strategies could include efforts to regularly obtain data on the extent of, 
and reasons for, noncompliance; simplify the tax code; provide quality 
services to taxpayers; enhance enforcement of the tax laws by utilizing 
enforcement tools such as tax withholding, information reporting, and 
penalties; leverage technology; and maximize resource allocation. 


Long-term Fiscal 
Challenge Provides 
Impetus to 
Reexamine Tax 
Policies and 
Compliance 


The federal government’s financial condition and long-term fiscal outlook 
present enormous chaUenges to the nation’s ability to respond to emerging 
forces reshaping American society, the United States’ place in the world, 
and the future role of the federal government. Over the next few decades 
as the baby boom generation retires and health care costs continue to rise, 
federal spending on retirement and health programs — Social Security, 
Medicare, Medicaid, and other federal pension, health, and disabiUty 
programs — will grow dramatically. Absent policy changes on the spending 
and/or revenue sides of the budget, a growing imbalance between 
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expected feder^ spending and tax revenues will mean escalating and 
eventually unsustainable federal deficits and debt that will threaten our 
future economy, standard of living, and, ultimately, our nation^ security. 
Ultimately, the nation will have to decide what level of federal benefits and 
spending it wants and how it will pay for these benefits. 

GAO’s long-tenn simulations illustrate the magnitude of the fiscal 
challenges associated with an aging society and the si^ufic^ce of the 
related challenges the government will be called upon to address. Indeed, 
the nation’s long-term fiscal outlook is daunting under many different 
policy scenarios and assumptions. For instance, under a fiscally restrained 
scenario, if discretionary spending grew only with inflation over the next 
10 years and all existing tax cuts expire when scheduled under current 
law, spen<flng for Social Security and health care programs would grow to 
consume over 80 percent of federal revenue by 2040. (See fig. 1.) On the 
other hand, if discretionary spending grew at the same rate as the 
economy in the near term and if all tax cuts were extended, by 2040 
federal revenues may just be adequate to pay only some Social Security 
benefits and interest on the growing federal debt. (See fig. 2.) 



Figure 1 ; Composition of Spending as a Share of GDP Under Baseline Extended 
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Figure 2; Compositior) of Spending as a Share of GDP Assuming Discretionary 
Spending Grows with GOP After 2006 and Ai! Expiring Tax Provisions are Extended 
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Addressing the projected fiscal gaps shovm here will require policymakers 
to examine the advisability, affordabOity, and sustainability of existing 
programs, policies, functions, and activities throughout the entire federal 
budget — spanning discretionary spending, mandatory spending, including 
entitlements, and tax policies and programs. Neither slowing the growth of 
discretionary spending nor allowing tax cuts to expire — nor both options 
combined — would by themselves eliminate our long-term fiscal imbalance. 
Additional economic growth is critical and will help to ease the burden, 
but the projected fiscal gap is so great that it is wholly unrealistic to 
expect that we will grow our way out of the problem. The President's 2007 
budget released last week included some proposals to reduce the growth 
in Medicare spending. Whether or not these proposals are adopted, they 
should serve to raise public awareness of the importance of health care 
costs to both today’s budget and tomorrow’s. This could also serve to 
Jump start discussion about appropriate ways to control a major driver of 
our long-term fiscal ouUook — health care spending. Clearly, tough choices 
will be required. Changes in existing budget processes and financial, fiscal, 
and performance metrics will be necessary to facilitate these choices. 

Early action to change existing programs and policies would yield the 
highest fiscal dividends and pro-vade a longer period for prospective 
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beneficiaries to make adjustments in their own planning. The longer we 
wait, tile more painful and difficult the choices will become and the less 
transition time we will have. By waiting, an important window is lost 
during which today’s relatively large workforce can increase saving and 
begin preparing for the necessary changes in fiscal policy, Social Security, 
and health care as well as other reforms that may be necessary parts of the 
solution to this coming fiscal crunch. However, the long-term challenge is 
fast becoming a short-term one as the retirement of the baby boomers’ 
generation will begin as early as 2008 and since overall workforce growth 
has already begun to slow. While our long-term fiscal imbalance cannot be 
eliminated with a single strategy, reducing the tax gap is one approach that 
could help address the looming fiscal challenges facing the nation. 


Underreporting 
Accounted for Most of 
the Tax Gap Estimate 


The tax gap is an estimate of the difference between the taxes — including 
individual income, corporate income, employment, estate, and excise 
taxes — that should have been timely and accurately paid and what was 
actually paid for a specific year. The estimate is an aggregate of estimates 
for the three primary types of noncompliance: (1) underreporting of tax 
liabilities on tax returns; (2) underpayment of taxes due from filed returns; 
and (3) nonfiling, which refers to the failure to file a required tax return 
altogether or timely.’ Estimates for each type of noncompUance include 
estimates for some or all of the five types of taxes that IRS administers. 


IRS develops its tax gap estimates by measuring the rate of taxpayer 
compliance — the degree to which taxpayers fully and timely complied 
vrith their tax obligations. That rate is then used, along with other data and 
assumptions, to estimate the dollar amount of taxes not timely and 
accurately paid. For instance, IRS most recently estimated that for tax 
year 2001, 83.7 percent of owed taxes were paid voluntarily and timely, 
which translated into an estimated gross tax gap of $345 billion. IRS 


’ Taxpayens who receive filing extensions, pay their full tax liability by payment due dates, 
and file returns prior to extension deadlines are considered to have filed timely. 
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developed these estimates using compliance data collected through the 
National R^earch Program (NRP).* 

Using its recently collected compliance data, IRS has estimated that 
underreporting of income represented over 80 percent of the tax gap for 
2001 (an estimated $285 billion out of a gross tax gap estimate of $345 
billion), as indicated in table 1. 


Table 1 : IRS’s Tax Year 2001 Gross Tax Gap Estimates by Type of Nor^compiiance and Type of Tax 

Dollars in billions 

Type of tax 

Individual Corporate 


Type of noncompliance 

income tax 

income tax 

Employment tax 

Estate tax 

Excise tax 

Total 

Underreporting 

$197 

$30 

$54 

$4 

No estimate 

$285 

Underpayment 

23 

2 

5 

2 

1 

$34 

Nonfiling 

25 

No estimate 

No estimate 

2 

No estimate 

$27 

Total 

$244 

$32 

$59 

$a 

$1 

$345 


$0urc«: IRS. 

Note; Figures may not sum to totals due to rounding. 


Within the underreporting estimate, IRS attributed about $197 bUlion, or 
about 57 percent of the total tax gap, to individual income tax 
underreporting, including underreporting of business income, such as sole 
proprietor,® informal supplier,® and farm income (about $109 billion); 
nonbusiness income, such as wages, interest, and capital gains (about $56 


*NRP replaced the Taxpayer Compliance Measurement Program, which last measured 
compliance for individuals for 19^ but then was canceled because of concerns about costs 
and burdens on taxpayers. GAO. Tax Administration: New Compliance Research E^ort Is 
on Track, but Important Work Remains, GAO-02-769 (Washington, D.C.; June 27, 2002); 
and GAO, Tax Administration: Status of IRS' Efforts to Develop Measures of Voluntary 
Compliance, GAOJ)l-535 (Washington, D.C.: June 18, 2001) discuss the development of the 
NRP study. 

® Sole proprietors are self-employed individuals who should file a Schedule C with their 
individual tax return to report profits and losses from their business. Sole proprietors 
include those who provide services, such as doctors or accountants; produce goods, such 
as manufacturers; and sell goods at fixed locations, such as car dealers and grocers. 

“ Informal suppliers are sole proprietors who work alone or with few workers and, by 
definition, operate in an “inform^" manner. Informal suppliers include those who make 
home repairs, provide child care, or sell goods at roadside stands. These taxpayers should 
report business profits or losses on a Schedule C. 
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biiiion); overst^d credits (about $17 billion); and overstated income 
adjustments, deductions, and exemptions (about $15 billion). 
Underreporting of corporate income tax contributed an estimated $30 
biiiion, or about 10 percent, to the 2001 tax gap, which included both small 
corporations (those reporting assets of $10 million or less) and large 
corporations (those reporting assets of over $10 million). 

Employment tax underreporting accounted for an estimated $54 billion, or 
about 16 percent, of the 2001 tax gap and included several taxes that must 
be paid by self-employed individuals and employers. Self-employed 
individuals are generally required to calculate and remit Social Security 
and Medicare taxes to the U.S. Treasury each quarter. Employers are 
required to withhold these taxes from their employees’ wages, match these 
amounts, and remit withholdings to Treasury at least quarterly. 
Underreported self-employment’ and employer-withheld employment 
taxes, respectively, contributed an estimated $39 billion and $14 billion to 
IRS’s tax gap estimate. The employment tax underreporting estimate also 
includes underreporting of federal unemployment taxes (about $1 billion). 

Ta3cpayers who do not file their tax returns on time or at all and otherwise 
do not pay their tax liabiUties accounted for the remainder of the 2001 tax 
gap — around $61 billion. For example, nonftling and underpayment 
noncompliance by individual taxpayers alone contributed an estimated 
$48 billion to this portion of the tax gap. 

IRS has concerns with the certainty of the overall tax gap estimate in part 
because some areas of the estimate rely on old data and IRS has no 
estimates for other areas of the tax gap. For example, IRS used data from 
the 1970s and 1980s to estimate underreporting of corporate income taxes 
and employer-witiiheld employment taxes. For large corporate income tax 
underreporting, IRS based its estimate on the amount of tax recommended 
from operational examinations rather than the tax ultimately assessed as 
part of the total tax liability.® According to IRS officials, IRS relies on the 
amount of tax recommended because it is difficult to determine the true 


’As Gmpioymeni taxes and income taxes for self-employed taxpayers are largely assessed 
on the same income, self-employed individuals who underreport their income consequently 
underreport the employment tax due on that income. 

®IRS continually examines tax returns from about 1,100 of the nation’s largest corporations, 
all of which have assets of more than $250 million. For fiscal year 2002, IBS examined 
around 7 percent of all large corporations. 
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tax liability of large corporations due to complex and ambiguous tax laws 
that create opportunities for differing interpretations and that complicate 
the determination. TTiese officials further stated that because these 
examinations are not randomly selected and are not focused on identifying 
all tax noncompliance, the estimate produced from the exanunation data 
is not representative of the tax gap for all large corporations. They also 
explained that due to these complexities and the costs and burdens of 
collecting complete and accurate data, IRS has not schematically 
measured large corporation tax compliance through statistically valid 
studies, even though the officials acknowledged that such studies would 
be useful in estimating the related tax gap.® 

has no estimates for corporate income, employment, and excise tax 
nonfiling or for excise tax underreporting. For these types of 
noncompUance, IRS maintains that the data are either difficult to collect, 
imprecise, or unavailable. In addition, it is inherently difficult for IRS to 
observe and measure some types of underreporting or nonfiling, such as 
tracking cash payments that businesses make to their employees, as 
businesses and employees may not report these payments to IRS in order 
to avoid paying employment and income taxes, respectively." 

IRS’s overall approach to reducing the tax gap consists of improving 
service to taxpayers and enhancing enforcement of the tax laws. Recently, 
IRS has taken a number of steps that may improve its ability to reduce the 
tax gap. Favorable trends in staffing of IRS enforcement personnel; 
examinations performed through correspondence, as opposed to more 
complex face-to-face examinations; and the use of some enforcement 
sanctions such as liens and levies are encouraging. Also, IRS has made 
progress with respect to abusive tax shelters through a number of 
initiatives and recent settlement offers that have resulted in billions of 
dollars in collected taxes, interest, and penalties. In addition, IRS has 
successfully prosecuted a number of taxpayers who have committed 
criminal violations of the tax laws. 


GAO, Tax Administration: Compliance Measures and Audits of Large Corporations 
Ne&l Improvement, GAO/GGD-94-70 (Washington, D.C.: Sept. 1, 1994); Tax 
Adminislralion: Factors Affecting Results from Audits of Large Corporations, 
GAO/GGD-97-62 (Washington. D.C.: Apr. 17, 1997); and Tax Administration: Measures 

Could Provide a More Balanced Picture of Audit Results and Costs, GAO/GGD-98-I28 
(Washington, D.C.; June 23, 1998). 

"For a more detailed discussion about data sources and methodolo^es used in estimating 
the tax see GAO-05-753. 
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Reducing the Tax Gap 
Will Require 
Expanding Existing 
Approaches and 
Considering New 
Legislative Actions 


Given its pereistence and size, we need not only to consider expanding 
current approaches but also explore new legislation to help IRS in 
reducing the tax gap." Although IRS has made a number of changes in its 
methodologies for measuring the tax gap over the past three decades, 
which makes comparisons difficult, regardless of methodology the 
voluntary compliance rate that underpins the gap has tended to range from 
around 81 percent to around 84 percent. Thus, although the dollar 
amounts of the tax gap have changed, IRS has consistently reported a 
persistent, relatively stable portion of the taxes that should have been 
timely and accurately paid were not paid. 


As we have reported in the past," closing the entire tax gap may not be 
feasible nor desirable, as it could entail more intrusive recordkeeping or 
reporting than the public is willing to accept or more resources than is 
able to commit. However, given its size, even small or moderate reductions 
in the net tax gap could yield substantial returns, which could improve the 
government’s fiscal position. For example, based on IRS’s most recent 
estimate, each 1 percent reduction in the net tax gap would likely yield 
nearly $3 billion annually. Thus, a 10 percent to 20 percent reduction of the 
net tax gap would translate into from roughly $30 billion to $60 billion in 
additional revenue annually." 


We have suggested similar steps for the entire tax system as well as all m^or spending 
programs In order to confirortt the nation’s fiscal challenge through a fundamental review, 
reexamination, and reprioritization of government's capacity to align itself with the needs 
and demands of the 21si century. See GAO, 21st Century Challenges: Reexamining the 
Base of the Federal Government, GAO-05-325SP (Washington, D.C.r February 2005). 

‘'GAO, Taxpayer Compliance: Anedyzing the Nature of the Income Tax Gap, 
GAO/T-GGD-97-35 (Washington, D.C.: Jan. 9, 1997). 

"Any significant reduction of the tax gap would likely depend on an improvement in the 
level of taxpayer compliance. In some instances, the amount of the tax gap can change 
without a corresponding change in the level of compliance. For example, a reduction in 
marginal tax rates could result in a smaller tax gap simply because the amount of tax that 
should be paid has been reduced, even if the level of compliance remains unchanged. 
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However, reducing Uie tax gap will be challenging" and it must be 
attacked on multiple fironts and with multiple strategies, some of which 
follow. 


Regularly Measure a critical step toward reducing the tax gap is to understand the sources 

Coiupliauce and Set nature of taxpayer noncompliance. Regularly measuring compliance, 

Compliance Goals including the reasons why taxpayers are not compliant, can offer many 

benefits, including helping IRS identify new or growing types of 
noncompliance, identify changes in tax laws and regulations that may 
improve compliance, understand the effectiveness of its programs to 
promote and enforce compliance, more effectively target examinations of 
tax returns, and determine its resource needs and allocations. Likewise, 
regularly measuring compliance can provide IRS with information against 
which to set goals for improving compliance and measure progress in 
achieving such goals. 

In our July 2005 report on reducing the tax gap, we made 
recommendations to IRS to develop plans to periodically measure tax 
compliance; take steps to improve its data on the reasons why taxpayers 
do not comply; and establish long-term, quantitative goals for voluntary 
compliance levels with an initial focus on individual income tax 
underreporting and total tax underpayment. Taken together, these sSteps 
can help IRS build a foundation to understand how its taxpayer service 
and enforcement efforts affect compliance and make progress on reducing 
the tax gsq>. The Commissioner of Internal Revenue agreed with our 
recommendations, highlighted challenges associated with them, and 
commented on various steps IRS would take to implement each 
recommendation. We are encouraged that according to IRS's Fiscal Year 
2007 Congressional Budget Justification, IBS has recently established a 
voluntary compliance goal, with a target of 85 percent voluntary 
compliance by 2009, and plans to periodically measure progress against 
this goal. 


Recognizing these challenges, we have long been concerned about tax noncompiiance 
and IRS’s elforts to address it. Since 1990, we have had various aspects of tax 
noncompliance cm our high-risk list, and last year we have affirmed our broad concern by 
consolidating two prior high-risk areas into one— Enforcement of Tax Laws. See GAO, 
High-Risk Series: An Update, GAO-05-207 (Washington, D.C.; January 2005). 
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Simplify the Tax Code Efforts to simplify the tax code and otherwise alter current tax policies 

may help reduce the tax gap by making it easier for individuals and 
businesses to understand and voluntarily comply with their tax 
obligations. Among the many causes of tax code complexity is the growing 
number of preferential provisions in the tax code, such as exemptions and 
exclusions from taxation, deductions, credits, deferral of tax liability, and 
preferential tax rates.*® Tax expenditures — as they are known by 
statute** — can be a tool to further some federal goals and objectives, such 
as financing higher education or funding research and development. 
However, their aggregate number contributes to the complexity that 
taxpayers face in doing their taxes and planning their financial decisions. 
As figure 3 shows, the number of tax expenditures reported by the 
Department of the TYeasury has more than doubled since 1974. Figure 4 
shows the Revenue Loss Estimates for the Five Largest Tax Expenditures 
Reported for Fiscal Year 2005. 


’*GAO, Government Performance and Accountability: Tax Expenditures Represent a 
Substantial Federal Commitment and Need to be Reexamined, GA005-690 (Washington 
D.C.; Sept 23, 2005). 

“The Congressional Budget and Impoundment Control Act of 1974, Pub. L No. 93-344, Sec 
3, 88 Stat. 299 (July 12, 1974) (codified at 2 U.S.C. sec. 622(3)). 
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Figure 3: Number of Tax Expenditures Reported by Treasury, 1974-200S 
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Figure 4: Revenue Loss Estimates for the Five Largest Tax Expenditures Reported 
tor Fiscal Year 2005 
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‘If the payroll tax exclusion were also counted here, the total tax expenditure for employer 
contributions for health insurance premiums would be about 50 percent higher or $1 77.6 bitton. 

This is the revenue loss and does not indude associated outlays of $14.6 billion. 


The multiple tax preferences for education assistance illustrate the 
consequences of the proliferation of tax expenditures. In our July 2005 
report" on postsecondary tax preferences, we found that hundreds of 
thousands of taxpayers do not appear to make optimal decisions when 


‘’G AO, Student Aid and Poslsecondary Tax Preferences: Limited Research Exists on the 
Effectiveness of Tools to Assist Students and Families through Title TV Student Aid and 
Tax Preferences, GAO-05-^84 {Washington, D.C.: July 29, 2005). 
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selecting education-related tax preferences. One explanation of these 
taxpayers’ choices may be the complexity of postsecondary tax 
preferences, which experts have commonly identified as difficult for tax 
filers to use. Also, many argue that complexity creates opportunities for 
tax evasion, through vehicles such as tax shelters. Simplification may 
reduce opportunities for taxpayers to avoid taxes through the creation of 
complex and abusive tax shelters. 

Another area of the tax system that may deserve additional exploration, 
although not directly related to the tax gap, is whether the federal income- 
based tax system is sustainable and administrable in a global economy and 
how we should tax the income of U.S. multinational corporations that is 
earned outside of the United States.** Every year, U.S.-based multinational 
corporations transfer hundreds of billions of dollars of goods and services 
between their affiliates in the United States and their foreign subsidiaries. *“ 
Such transactions may be a part of normal business operations for 
corporations with foreign subsidiaries. However, it is generally recognized 
that given the variation in corporate tax rates across countries, an 
incentive exists for corporations with foreign subsidiaries to reduce their 
overall tax burden by maximizing the income they report in countries with 
low income tax rates, and minimizing the income they report in or 
repatriate to countries with high income tax rates. Various studies have 
suggested that U.S.-based multinational corporations appear to engage in 
transactions such as these that shift income from their Abates in high-tax 
countries to subsidiaries in low-tax countries to take advantage of the 
differences in tax rates in foreign countries.” 

The growth in multinational corporate transactions and structures has also 
introduced increasing complexity in administering the tax code. The loss 
of highly skilled technical employees at IRS who can examine compliance 


Although not necessarily a solution to the tax gap, given the challenges feeing our income- 
based tax system, some have suggested moving more towards a consumption-based tax 
system. Our recent repjort on understanding the tax reform debate discusses a number of 
topics that tax experts have identified as those that should be considered when evaluating 
tax policy. Sec GAO, Understanding the TaxRefOTjn Debate: Background, Criteria, & 
QuesiiOTis, GAO-05-1009SP (Washington, D.C.: September 2005). 

'®GAO, Intematumal Taxation: Information on Feder<U Contractors unth Foreign 
Subsidiaries, GAO-04-293 (Washin^n, D.C.; Feb. 2, 2004). 

”a survey of studies that examine income shifting by multinational corporations appears in 
Department of the TVeasury, Office of Tax Policy, The D^erral of Income Earned Through 
U.S. Controlled Foreign Corporations (Washington, 0.C.; December 2000), 197-213. 
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issues arising from globalization, such as transfer pricing, underscores the 
challenge that IRS faces in ensuring it has sufficient staff with adequate 
skiDs to address these complex issues. 


Enhance Services to Providing quality services to taxpayers is an important part of any overall 

Icixpayers strategy to improve compliance and thereby reduce the tax gap. One 

method of improving compliance through service is to educate taxpayers 
about confusing or commonly misunderstood tax requirements.^’ For 
example, if the forms and instructions taxpayers use to prepare their taxes 
are not clear, taxpayers may be confused and make unintentional errors. 
One method to ensure that forms and instructions are sufficiently clear is 
to test them before use. However, we reported in 2003 that IRS had tested 
revisions to only five individual forms and instructions from July 1997 
through June 2002, although hundreds of forms and instructions had been 
revised in 2001 alone.“ 


Enhance Enforcement In terms of enforcement, IRS will need to use multiple strategies and 

Tools Available to techniques to identity and deter noncompliance. As figure 5 shows, one 

pair of tools have been shown to lower levels of noncompiiance — 
withholding tax from payments to taxpayers and having third parties 
report information to IRS ^d the taxpayers on income paid to taxpayers. 
For example, banks and other financial institutions provide information 
returns (Forms 1099) to account holders and IRS showing the taxpayers’ 
annual income from some types of investments. Similarly, most wages, 
salaries, and tip compensation are reported by employers to employees 
and IRS through Form W-2. Findings from NRP indicate that around 98.8 
percent of these types of income are accurately reported on individual 
returns. 


^‘GAO/T-GGD-97-35. 

“GAO, Tax Administration: IRS ShoiUd Reassess the Level of Resources for Testing 
Forms and Instructions, GAO-03-486 (Washington, D.C.: 1 1, ^X)3). 
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Figure S: Individual Income Tax Underreporting Categorized by Amount Subject to Withholding and Information Reporting, 
2001 
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In the past, we have identified a few specific areas where additional 
withholding or information reporting requirements could serve to improve 
compliance:® 

Requiring tax withholding and more or better information return 
reporting on payments made to independent contractors. Past IRS 
data have shown that independent contractors report 97 percent of the 
income that appears on information returns, while contractors that do not 
receive these returns report only 83 percent of income. We have also 
identified other options for improving information reporting for 


®GAO, Tax Gap: Many Aciims Taken, but a Cohesive Compliance Strategy Needed, 
GAO/GGD-94-123 (Washington. D.C.: May 11, 1994). 
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independent contractors, including increasing penalties for failing to file 
required information returns, lowering the $600 threshold for requiring 
such returns, and requiring businesses to separately report on their tax 
returns the total amount of payments to independent contractors.^ IRS’s 
Taxpayer Advocate Service recently recommended allowing independent 
contractors to enter into voluntary withholding agreements.” 

• Requiring information return reporting on payments made to 
corporations. Unlike payments made to sole proprietors, payments made 
to corporations for services are generally not required to be reported on 
information returns. IRS and GAO have contended that the lack of such a 
requirement leads to lower levels of compliance for small corporations. 
Al^ough Congress has required federal agencies to provide information 
returns on payments made to contractors since 1997,” payments made by 
others to corporations are generally not covered by information returns. 
The Taxpayer Advocate Service has recommended requiring information 
reporting on payments made to corporations,*’ and the Administration, in 
its fiscal year 2007 budget, has proposed requiring additional information 
reporting on certain goods and service payments by federal, state, and 
local governments.” 

• Requiring more data on information returns dealing with capital 
gain income. Past IRS studies have indicated that much of the 
noncompliance associated with capital gains is a result of taxpayers 
overstating an asset’s “basis," the amount of money originally paid for the 
asset. Currently, financial institutions are required to report the sales 
prices, but not the purchase prices, of stocks and bon(te on information 
returns. Without information on purchase prices, IRS cannot use efficient 
and effective computer-matching programs to check for compliance and 
must use much more costly means to examine taxpayer returns in order to 
verify capital gain income. The Taxpayer Advocate Sendee has 


”GA0, Tax Administration: Aj>proaches for Improving Independent Contractor 
Compliance, GAO/GGD-92-108 (Washington, D.C.: July 23, 1992). 

*^ntemal Revenue Service, Taxpayer Advocate Service, National Taxpayer Advocate 2005 
Annual Report to Congress (Wa^ington, D.C. Dec. 31, 2005). 

“Taxpayer Relief Act of 1997, Pub. L No. 105^4 (1997). 

” National Taxpayer Advocate 2005 Annual Report to Congress. 

“Executive Office of the President, Office of Management and Budget, Budget of the 
United States Government, Fiscal Year 2007. 
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recommended requiring financial institutions to track cost basis 
information and report it to IRS and taxpayers.® 

Although withholding and information reporting are highly effective in 
encouraging compliance, such additional requirements generally impose 
costs and burdens on the businesses that must implement them. However, 
continued reexamination of opportunities to expand information reporting 
and tax withholding could increase the transparency of the tax system. 
Opportunities to expand information reporting and tax withholding could 
be especially relevant toward improving compliance in ^«as that are 
particularly complex or challenging to administer, such as with net income 
and losses passed through from “flow-through” entities such as S 
corporations and partnerships to their shareholders and partners.® 

Another enforcement tool that can potentially deter noncompliance is the 
use of penalties for filing inaccurate or late tax and information returns. 
Congress has placed a number of civil penalty provisions in the tax code. 
However, as with civil penalties related to other federal agencies, inflation 
may have weakened the deterrent effect of IRS penalties. For example, the 
Treasury Inspector General for Tax Administration has noted that the $50 
per partner per month penalty for a late-filed partnership tax return, 
established by Congress in 1978, would equate to $17.22 in 2004 dollars. In 
its fiscal year 2007 budget, the administration has proposed expanding 
penalty provisions applicable to paid tax return preparers to include non- 
income tax returns and related documents. In addition, Congress recently 
increased certain penalties related to tax shelters and other tax evasion 
techniques.^* Given Congress’s recent judgment that some tax penalties 
were too low and concerns that inflation may have weakened the 
effectiveness of the civil penalty provisions in the tax code, additional 
increases may need to be considered to ensure that all penalties are of 
sufficient magnitude to deter tax noncompliance. 


Leverage Technology Leveraging technology to improve IRS’s capacity to receive, process, and 

utilize taxpayer returns could help IRS better determine how to allocate its 


^National Taxpayer Admcate 2005 Annual Report to Congress. 

“PartJierships and S corporations are businesses commorUy referred to as flow-through 
entities, as they do not generally pay taxes on income. Instead, they distribute net income 
and losses to partners, shareholders, and beneficiaries, who are subsequently required to 
report net income ot losses on their individual tax returns and pay any applicable taxes. 

^‘American Jobs Creation Act of 2004, Pub. L. No. 108^57 (2004). 
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resources to reduce the tax gap and would seem to be a prudent 
investment IRS has invested heavily in modernizing its technology and 
those investments have paid off. Telephone service has improved and 
taxpayers are much more likely to get through to IRS and obtain 
assistance from IRS than before IRS upgraded its technology. F\irther, 
electronic filing has grown substantially. Tax information submitted to IRS 
electronically enables faster, more accurate processing and quicker 
interactions between IRS and taxpayers. Electronically filed returns are 
processed as they are received, therefore giving IRS access to more timely 
and accurate tax information, which can be used for better data analysis 
capability and quicker focus on issues that need resolution. IRS estimates 
it saves $2.15 on every individual tax return that is processed 
electronically. According to IRS data, electronic filing has allowed IRS to 
use more than a 1,000 fewer staff years to process paper returns, resources 
that can then be dedicated to other service or enforcement work.® 

However, IRS’s Business Systems Modernization project, through which 
the agency is modernizing its outdated technology, is far from complete. 
IRS needs to continue to strengthen management of this effort and make 
prudent technology investments to maximize the efficiencies that can be 
gained in IRS operations and services to taxpayers. 


Optimize Resource Sound resource allocation is another tool for addressing the tax gap. The 

Allocation effectively IRS can allocate its resources, the more progress ^ould 

result. The new NRP data, for example, are to be used to better identify 
which tax returns to examine so that fewer compliant taxpayers are 
burdened by unnecessary audits and IRS can increase the amount of 
noncompliance that is addressed through its enforcement activities. As 
part of its attempt to make the best use of its enforcement resources, given 
budget constraints, IRS has developed rough measures of return on 
investment in terms of tax revenue that is directly assessed from 
uncovering noncompliance. Developing such measures is difficult because 
of incomplete information on all the costs and all the tax revenue 
ultimately collected from specific enforcement efforts, as well as on the 
indirect tax revenues generated when current enforcement actions prompt 
voluntary compliance improvements in the future. Continuing to develop 


®Soine state and federal tax experts have recognized that mandatory electronic fiOng for 
certain categories of tax practitioners is one remaining option with the potential to 
significantly increase electronic filing. However, mandatory electronic filing would likely 
impose some c<»ts emd burdens on tax practitioners. 
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the return on investment measures could help officials make more 
informed decisions about allocating resources, particularly during periods 
of budget constraints. Even with better data, however, officials will need 
to make judgments that take into account intangibles, such as how to 
achieve an equitable enforcement presence across the various taxpayer 
groups. 


Concluding 

Observations 


Our nation’s fiscal imbalance and challenges have created an imprudent 
and unsustainable path that needs to be addressed. While our long-term 
fiscal imbalance is too large to be corrected by one strategy, reducing the 
tax gap can help address the looming fiscal challenges. Collecting the 
billions of doDars that already should be paid, for example, would help 
ease the many difficult decisions that need to be made about our spending 
programs as well as the rest of the tax system. However, the tax gap itself 
has been large and pervasive over the years and therefore, reducing the 
gap will not only require expansions of current efforts, but also new and 
innovative solutions. While IRS takes the lead in continuing to find ways to 
significantly reduce the tax gap, support from Congress will be e^ential 
since legislation will likely be needed to implement many of the tax gsq) 
reduction ideas offered today. We look forward to continuing to work with 
Congress and IRS on these issues. 

Chairman Gregg, Senator Conrad and members of the committee, this 
concludes my testimony. I would be happy to answer any questions you 
may have at this rime. 


Contact and contact points for our Offices of Congressional Relations and Public 

Affairs may be found on the last page of this testimony. For further 
Acknowledgments information on this testimony, please contact Michael Brostek on (202) 

512-9110 or brostekm@gao.gov. Individuals making key contributions to 
this testimony include Tom Short, Assistant Director; Jeff Arkin; Elizabeth 
Fan; and Cheryl Peterson. 
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Chairman Gregg. Thank you, Mr. Walker, and thank you for the 
really excellent information and data that you have given the Con- 
gress, especially in the area of the out-year unsustainability of our 
present programmatic activity and the entitlement accounts. Any- 
body who looks at your numbers on entitlement accounts recog- 
nizes we have to do something, and it is our obligation as policy- 
makers to do it sooner rather than later. So we thank you for that 
because you are viewed as a fair arbiter of those numbers. 

Commissioner Everson, last year the budget had in it basically 
what amounted to a reserve fund which was available to the Ap- 
propriations Committee to assist in funding further increases in en- 
forcement for the IRS. I think it worked out to about $446 million 
when it was all done. 

The administration has asked for another $137 million for that 
type of a plussing up of your enforcement activity, again, as a spe- 
cial budgetary item within the budget. So it is a unique vehicle to 
use, quite honestly, to get to this enforcement. 

To what extent do those dollars assist you? And if we would put 
in more than $137 million, would we get a return of — you know, 
what is the return on those dollars? Is it 1:1 or 2:1 or 10:1? Hope- 
fully 10,000:1. 

Mr. Everson. Let me first state, as I indicated a moment ago, 
I very much appreciate what you did last year. It was essential to 
our continued rebuilding of our enforcement activities. And I hope 
that you support every dollar requested in the budget, as well as 
the program integrity cap. 

I am taking the same approach I took last year. I am asking for 
every penny of the President’s budget request but not for a penny 
more. I don’t 

Chairman Gregg. Let’s stop there. What I want to know is: How 
much did we get for the money we put in last year? And if we ex- 
ceeded the President’s request, would we get more back? I mean, 
I don’t mind putting more in 

Mr. Everson. I am going to answer that. I am going to answer 
that. So I am not asking for more than the President has re- 
quested. 

Chairman Gregg. I understand that. 

Mr. Everson. That is the first thing I am going to say and I am 
going to get that out of the way. 

Obviously, when we invest in enforcement moneys for the IRS, 
we get a return. If you take a look at our budget, our total budget 
is about $10.6 billion. So, roughly speaking — let’s go back to the en- 
forcement revenues — the enforcement revenues alone last year 
were $47 billion. So use that as an order-of-magnitude comparison. 
That is the direct moneys you got back against the whole budget. 
The enforcement piece we are talking about is approaching $7 bil- 
lion in terms of how we allocate within our budget what is enforce- 
ment. But the other moneys play an important role, too — modern- 
izing our systems — the whole thing is important. 

Now, when you make a marginal investment, the return on that 
marginal investment depends. If you are doing document matching, 
it is very cheap. You might get a very high return — 10:1, 15:1. If 
you are doing high-end complex audits, the return is lower, but it 
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is still a multiple of one after you have trained the people. So it 
is a good investment. 

Again, though, the big point here is that this is only the direct 
return that I am speaking about. I am not talking about some con- 
cept that I would consider dynamic — or you might consider dy- 
namic scoring — which is to say when we audit Senator Conrad and 
whether or not we find more money 

Senator Conrad. You wouldn’t get a dime. 

[Laughter.] 

Mr. Everson. You may think twice about something that you 
might do on your return. That is not in these concepts. And, clear- 
ly, there is an important behavioral impact. 

So, yes, you get a positive return. If you give us more money, yes, 
you will get a multiple of that. 

Chairman Gregg. Well, let’s say we were to take this number, 
137, the President has asked for and double it. Could we presume 
that our return on that would be 5 times, 10 times? I mean, how 
would we — in other words, if we were going to offset that with re- 
ceipts that we would score in our baseline, what would be the num- 
ber that we should be considering putting in as a result? And when 
do we get to a diminishing return event? 

Mr. Everson. I don’t think you will get to a diminishing return 
for some time. This gets to the basic question of how much can you 
reduce that tax gap. The way I view it is you can clearly reduce 
it by $50 or $100 billion without changing the way the Government 
interacts with its citizenry. And I don’t know precisely where that 
point is. But at some point, you will be more intrusive. You will 
get more allegations of strong-arm tactics and excess. But I believe 
you can make progress with investment and with the statutory re- 
forms. I have seen in the press that some have pooh-poohed these, 
but I think that they are the most significant reforms that we have 
asked for in two decades, since the 1986 act when Congress said, 
“Going forward, if you are going to get an exemption for somebody, 
you have to put down the Social Security number, not just the 
name.” Well, the next year, 5 million dependents vanished. 

What we are trying to do here is attack this also with statutory 
proposals, so I wouldn’t want you to lose sight of those. 

Chairman Gregg. Well, of course, this committee does not have 
jurisdiction over statutory proposals. That is Senator Grassley’s. 
But we do have the ability to set up this fund. 

Mr. Everson. Yes. 

Chairman Gregg. And give the money to the Appropriations 
Committee, which we did last year, which in turn generates addi- 
tional revenues, which in turn allows us to score higher revenues, 
which in turn gives us a different budget scenario. So it is critical 
to us to know how those dynamics all work together, and I think 
you have answered that question for us. 

Mr. Everson. I would say one thing. My understanding is that 
part of the problem here is the revenue side does not score. That 
is my understanding. 

Chairman Gregg. Well, we understand that, too, but at some 
point we have to start being logical about this. If we put an extra 
$500 million into your enforcement mechanisms, we have to talk to 
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CBO about giving us some score for that, because, clearly, there is 
a return for that money. 

Senator Conrad. 

Senator Conrad. Let me just pursue, if I could, with you, Mr. 
Everson and General Walker — first of all, I want to thank you 
both. I think your testimony has been excellent, I think it has been 
honest, and I think we begin to get a sense of how big this is, this 
$350 billion revenue gap here. 

I hear you saying. Commissioner Everson, in your judgment we 
could close that by $50 to $100 billion without affecting the inter- 
action between the agency and taxpayers in some negative way. 

Let me first say I believe — and I have gone over in some detail 
how the estimates were made. I believe that it is likely the esti- 
mates are understated. And I understand how the estimates were 
made. I don’t fault you for how the estimates were made. You are 
in some sense locked into building off a base that is quite old be- 
cause, as I understand it, this update to 2001 is based off a file 
that is substantially earlier than that. And so with what I have 
seen happen in the accounting community in terms of aggressive 
approaches to tax avoidance, I believe that there is a strong likeli- 
hood that the estimates are understated. 

Could you share. Commissioner Everson, your sense on that 
issue? 

Mr. Everson. Sure. Can we go to the tax gap map? 

If you look at the way we have color-coded this map, we have 
three colors. Now, this is not some sort of national security warn- 
ing system, but maybe it is a fiscal warning system. 

Green represents actual amounts — that is to say the under- 
payment piece, which when I file my return and I indicate that I 
owe $7,000 but I don’t send the check in. That is a good, hard num- 
ber. 

The blue numbers are the estimates that have been updated 
from this national research program that we did using the 46,000 
2001 audits so we think those numbers are very good. Also, the 
nonfiling piece is a very good estimate because we used census data 
and our own records to try and get our arms around what we think 
has not come in. 

Now, what is less reliable and gets to the issue that you just 
mentioned, are the pieces in yellow, and the biggest piece in yellow 
relates to corporate returns. 

The reason we didn’t update this piece is because we still have 
significant research to do here. We started with the individuals be- 
cause that is where historically the biggest piece of the problem is. 
In terms of corporate audits, especially the larger corporate enti- 
ties, we have a very high audit coverage. For businesses with as- 
sets of over $250 million, our audit rate is over 40 percent. So we 
are doing a lot in that area, anyway. 

I take your point, though, and I agree with it, but what I would 
say is, even if the tax gap for corporations is understated by half — 
that is to say, it is $60 billion instead of $30 billion — it still doesn’t 
change the picture that dramatically. And I would not allocate our 
resources any differently because we already give, as Senator 
Grassley knows, a great deal of focus to corporations and high-in- 
come individuals. 
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Senator Conrad. Let me just say that I have had the oppor- 
tunity to talk to a number of big firms on Wall Street who have 
taken a look at this issue, and they have told me they have re- 
viewed the analysis, had people with great expertise, and they 
think we may be understating this by $50, perhaps even $100 bil- 
lion a year. Do you think that is out of the question? 

Mr. Everson. I would not venture a guess as to the amount. I 
would say, however, that one of my principal concerns is the issue 
of corporate compliance, particularly with increasing globalization. 
And what we have done is we have enhanced our contacts with 
other taxing jurisdictions. 

I was at a meeting — it took almost 2 years to set this up, believe 
it or not — where for the first time we have included the Chinese 
and the Indians in some of our discussions in anticipation of the 
reversal of capital flows. 

We are doing more here. We set up something called the Joint 
International Tax Shelter Information Center about a year and a 
half ago. It is a joint center involving the Brits, the Australians, 
and the Canadians, where we share information along with our ex- 
change agreements, totally in accordance with treaties. We have 
found numerous instances of tax arbitragers who set up deals so 
that there is a tear line between our system and the U.K. system, 
and they don’t end up paying taxes either place. And that is 
not 

Senator Conrad. May I just say 

Mr. Everson [continuing]. What was intended. 

Senator Conrad. When I was a State tax commissioner, in one 
case alone I found a major company doing business in my State 
had an operation in the Cayman Islands. They showed no profits 
on very extensive operations in the United States. They showed 
hundreds of millions of dollars of profits in the Cayman Islands 
with one employee. And I always said that was the most efficient 
person in the world. That person was really productive. And that 
person didn’t even work full-time for the company. That individual 
was an agent for many companies. 

I showed on the floor of the Senate last week a five-story build- 
ing in the Cayman Islands that is the home to 12,500 companies. 
It is amazing how much you can get done in a situation like that 
on avoiding taxes legitimately due here, and what they were doing 
is through the use of transfer pricing, showing their profits in the 
Cayman Islands where there are no taxes, avoiding their legitimate 
taxes here, and I collected a lot of money from companies playing 
this game when I was the State tax commissioner. 

Mr. Everson. I know David wants to say something, but let me 
just make one final point on this subject. The root cause of the 
problem here is the divergence between the incentives to increase 
book earnings on the one hand and to drive share prices and to 
minimize taxable earnings on the other. 

I would recommend to you a very interesting article in the Sun- 
day Business Section of the New York Times from about 10 days 
ago that talks about this problem and the fact that all of this is 
obscured to the investor and public community. 

Mr. Walker. As you know, among other things I am a certified 
public accountant, and I practiced in the private sector for a num- 
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ber of years. I believe that the world has changed dramatically, es- 
pecially in the corporate sector, since the baseline for these esti- 
mates were created. 

We need to understand that corporations do not have duties of 
loyalty to countries. They have duties of loyalty to their share- 
holders. They will do everything that they can legally do to avoid 
and minimize taxes. In today’s world, through transfer pricing, 
through basing of corporate headquarters, there are lots of things 
that can be done in order to minimize tax burdens. Some of this 
deals with being able to make sure the IRS has enough people with 
the right kind of skills and knowledge to be able to effectively ad- 
dress these issues, because they are very sophisticated trans- 
actions. 

Part of it is the Congress looking at a substance over form doc- 
trine to determine what does it take in order for somebody to legiti- 
mately say that they are headquartered in for example, the Cay- 
man Islands, when, in fact, a vast majority of their operations and 
revenues occur in the United States. Their executives are based in 
the United States and many spend most of their time in the United 
States. 

And so, it will take both administrative actions as well as a po- 
tential legislative actions that the Senate Finance Committee will 
have to take a look at. 

Chairman Gregg. And we will turn to the Senate Finance Com- 
mittee chairman. 

Senator Grassley. To what extent are the numbers on here 
money that is going to come into the Federal Treasury once, if you 
have found that these people were cheating, or to what extent is 
that going to repeat from year to year? Like, for instance, if you 
close the gap on self-employment tax at $39 billion, would that $39 
billion come in this year, next year, and next year? 

Mr. Everson. The first point I would make about that, is that 
there is a reason there is an arrow in between those two. That 
amount is largely derivative of the underreported business income. 
In other words, you have obscured the income; therefore, that has 
just sort of an automatic effect on the self-employment tax that the 
Schedule C filer is not putting in there. 

These are annual figures. This is what is not coming in every 
year. If we go to the enforcement 

Senator Grassley. Well, if you found a taxpayer cheating and 
they started paying their taxes, then these numbers would say this 
would come in year after year? 

Mr. Everson. That is right. What we have to do here is two 
things: we need to reduce that gross gap, which is to get better be- 
havior up front, and we need to continue to make the IRS more ef- 
ficient and effective in terms of what we actually bring in. That is 
how you get to the $290 billion number that is in there. It is the 
345 less an estimate back in 2001 of about 55 that we would bring 
in through enforcement revenue and late payments. 

Obviously that 55 number is now better because we have in- 
creased the enforcement revenue. So you want to attack it from 
both sides: bring down the overall gross gap and increase our re- 
coveries. 
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Senator Grassley. Now, questions that even if we did in these 
areas would be probably a small amount of revenue compared to 
the tax gap, but I want to ask your views on a couple things that 
my committee has been working on. One would be what I call the 
battle of appraisers, legitimate valuation disputes. We took some 
steps to deal with this a couple of years ago by giving more 
straightforward rules on car donations and intellectual property. In 
a bill that just passed the Senate, we have some additional steps 
regarding reforms of appraisal and who can appraise as well as try- 
ing to deal with other problems, such as clothing donations and fa- 
cade easements, and valuation is part of this determination. 

Give me your view on this matter in general as to how big of a 
problem that is, and your thoughts are important. You might want 
to give some detail in writing. I recognize that, just as we have 
found, it may be many targeted reforms that are needed to deal 
with this overall problem. In other words, I wish there was one 
magic bullet about everything you have on here. But I think we are 
going to have to do like how do you eat 10,000 marshmallows one 
at a time. 

[Laughter.] 

Mr. Everson. First, let me say I think that you and I are in lock- 
step agreement that the tax-exempt sector is extremely important, 
not just for reasons of protecting the integrity of the sector itself, 
but beyond that, for protecting the revenue base of the country. If 
we allow individuals and businesses to masquerade as charities or 
tax-exempt entities, over time we will erode the revenue base. 

You are correct, though, Mr. Chairman, in saying that the costs 
of those abuses as indicated here our study are relatively small. 
But just as your committee has been aggressively looking at this 
issue, I think what we have to do is stop abuses in charities before 
they really get going and get larger. 

So I think you are on the right track here to make sure we ad- 
dress this. 

Senator Grassley. OK. Then on another issue that may be 
small, but may be very big, too, because I don’t know that we know 
for sure, the Taxpayer Advocate recently came out with this pro- 
posal on reporting for stocks about what the basis is. How big of 
a problem do you see the issue of basis in the tax gap? In other 
words, how much would it help if we had a better basis reporting? 
And what are your thoughts on the Taxpayer Advocate’s proposal 
that has been put forth in this area? 

Mr. Everson. Certainly. If you look at this chart it sort of 
spreads those numbers in a different way in terms of what is in 
the underreporting piece. The capital gains understatement that 
we determined in the study was only about $11 billion. And I say 
“only” because that was a surprise compared to what some aca- 
demics and others had thought it might be. And so, as you can see 
here, the noncompliance rate to be about 12 percent. So I would 
caution to say that this, at least on the basis of our research, does 
not appear to be as big a problem as some had thought it to be. 

Now, of course, different years you would bring different results. 
In year 2001, stock prices were going down. You might haveten a 
different answer in earlier years in which the valuations were dif- 
ferent. 
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But we have not included a proposal focusing on the tax basis 
issue in the President’s budget. We have included five proposals 
largely touching on increased reporting to get after these, but we 
have not targeted this particular issue at this time. 

Senator Grassley. Before you go, General — ^but does what you 
just told me deal with the issue of how do you determine basis? 

Mr. Everson. Sure, because what they are doing, we are doing 
the audits here. We get good third-party reporting on the trans- 
action in the sense that the sale is reported and the proceeds are 
reported to us. So it is only the basis that is at issue here. 

Senator Grassley. OK. General Walker. 

Mr. Walker. As you know, Mr. Chairman, this is something that 
we recommended at the hearing that you conducted on the tax gap 
last year. There were several specific areas where we felt that addi- 
tional information reporting and potential additional withholding 
would be appropriate, and this was one. I would also respectfully 
suggest that $11 billion is a lot of money. 

Furthermore, if we look at what is happening with regard to in- 
vestment patterns, it is not just stocks and bonds. There is a tre- 
mendous amount of investment going on in real estate. The capital 
gains aspects of real estate for investment properties has exploded 
within the last few years. And so I think if we are doing these esti- 
mates based upon conditions that existed in the 1980’s, I think it 
is a different ball game today than the 1980’s. 

Mr. Everson. The estimates are not based on the conditions of 
the 1980’s. The 1980’s issue really gets to Senator Conrad’s point 
about the corporations. That is where you get the $30 billion on the 
corporation side. The individual side is fresh research. Just to clar- 
ify this. 

Senator Grassley. Thank you, Mr. Chairman. 

Chairman Gregg. Mr. Everson, just to clarify, these numbers 
don’t really include things like dishonest transactions, such as the 
drug industry and things like that? 

Mr. Everson. By “drug industry,” do you mean illegal drugs? 

Chairman Gregg. I am talking about illegal drugs, yes. 

[Laughter.] 

Mr. Everson. I think I know what you are saying, and that is 
correct. 

Chairman Gregg. And illegal gambling. 

Mr. Everson. Illegal sources. 

Chairman Gregg. This number, 340 or 420, whatever it is, does 
not even take into account that. This is just underreported or 

Mr. Everson. Legal source. 

Chairman Gregg [continuing]. Those taxable events that we 
should be able to find. 

Mr. Everson. That is right. 

Chairman Gregg. Senator Sessions. 

Senator Sessions. This is an excellent hearing. I am delighted 
to be with you, and I am one who believes that people should pay 
their taxes. They should be as low as we can possibly make them, 
but they ought to pay them. I try to pay mine. Most Americans try 
to pay theirs. And when somebody doesn’t pay their taxes, they are 
cheating all of us. If you are competing against a business who 
doesn’t pay their taxes, it is hard for you to compete when you are 
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doing the right thing every day. So I think it is very, very impor- 
tant, and as a Federal prosecutor who worked with IRS agents a 
lot, Mr. Everson, I found that they were far more reasonable than 
most of the people they were investigating. 

[Laughter.] 

Senator Sessions. A lot of them were crooks. A lot of them used 
political pressure to get around paying taxes they owed and should 
have paid. But I do think we had this spasm before Senator Grass- 
ley took over to control the IRS, whatever they thought they were 
doing, and I am concerned we might have gone too far. We want 
this system to be a voluntary compliance system. People ought to 
pay their taxes, and if they are not, they ought to expect to be in- 
vestigated at some point and possibly disciplined, if that is the ap- 
propriate thing. 

I saw the deal in Italy a number of years ago on “60 Minutes,” 
and they were raising the taxes to, I think, 95 percent because no- 
body was paying them. And so they just kept raising them up, and 
it becomes absurd, of course. Nobody is going to pay 95 percent of 
what they make. So everybody cheats. If we can keep it simple and 
low, I think that is the better approach. 

Perhaps you stated it, but I would ask both of you, out of this 
$345 billion estimate over a period of, say, 2 or 3 years, if we can 
commence a series of good reforms, how much of it could we recap- 
ture? 

Mr. Everson. What I indicated earlier. Senator, was that I think 
that over a period of time you can collect somewhere between $50 
and $100 billion without changing the dynamic between the IRS 
and the people. 

What we have said is that between now and 2009 we want to get 
the compliance rate from 83.5 percent to 85 percent, which gets you 
about $30 billion in improved compliance. That is a combination of 
things. It is increasing up those enforcement revenues further and 
driving down the noncompliance overall. 

Now, that is relatively modest, but I think what we need to do 
here is gain the experience of reinvigorating the IRS. We need to 
get that tax reform done; that will really help. And we need to 
build off of the legislative proposals for some increased reporting, 
because, again, where there is a third-party reporting there is 
greater compliance, and the idea here is not to be too burdensome. 
That is why we have asked credit card issuers to report to us gross 
receipts for a business and government entities to report to us the 
payments for goods and services. If we do things like that, I think 
we can make some real headway here. 

Senator Sessions. Mr. Walker, do you have any thoughts on how 
much we could reasonably expect if we took a series of appropriate 
steps, whatever they may be? 

Mr. Walker. Eirst, you should do what can you achieve through 
additional enforcement activities and additional communication ac- 
tivities to enhance voluntary compliance and you try to provide 
reasonable assurance that individuals are complying with the law 
and paying their fair share. 

When the Commissioner says $50 to $100 billion, I don’t know 
if that is incremental to the $55 billion. 

Mr. Everson. That is a net improvement from 
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Mr. Walker. OK. 

Mr. Everson. From the 345, we figured we brought in 55. I am 
saying you can get another 50 to 100 on top of that 55. 

Mr. Walker. That is helpful. 

Mr. Everson. Some of this is the result of increased collection 
and some is the result of behavioral change. 

Mr. Walker. Right. I understand. He is in a better position to 
give you an estimate on that. I will tell you this, Senator: I do not 
believe that you are going to make dramatic progress on the 345 
billion unless you get tax simplification and unless you end up get- 
ting additional information returns in selected areas and additional 
withholding in selected areas. I am happy to be more specific if you 
want. 

Mr. Sessions. Well, my time is up. But, Mr. Chairman, as we do 
tax reform and. Senator Grassley, as we do tax reform, perhaps we 
need to ask the people who are collecting the taxes while we are 
doing it, if we wrote it in a simple, clear way, it would be easier 
to audit, it would be easier for people to — there wouldn’t be the 
gray areas they might justify not paying because it would be more 
clear, and we may get a better compliance rate. 

Chairman Gregg. Thank you. Senator. Obviously that is a bigger 
issue than this committee has a role in, although we can clearly 
be interested in it, as we are. But the things that we can impact 
are the issue of enforcement, because we can fund that through the 
appropriations process with specific language in the budget. 

Are there other things, Mr. Commissioner, that the budget could 
do in the way it was written which would assist you in collecting 
and addressing this tax gap? 

Mr. Everson. In terms of the jurisdiction of this committee, I 
think you have put your finger on the issues. There is a short-term 
issue of the President’s request, and then there is the overall issue 
of scoring, which goes back and forth and has taken different tacks 
at different times. So I think those are two. 

And I echo General Walker’s views here, that these are signifi- 
cant proposals on the reporting, and I hope that you as individual 
Senators will champion these proposals. They will be quite con- 
troversial in some communities, principally in small business, and 
some in the banking community will say that the credit card 
issuers may be reluctant to take these steps. So you can say this 
is important from an overall budgetary point of view. 

Chairman Gregg. Your one chart — and I appreciate your out- 
lining where we can be most helpful, but that one chart on indi- 
vidual income tax underreporting gap, which shows the vast major- 
ity of the money is lack of transparency, is a startling chart. 

Mr. Everson. Yes. 

Chairman Gregg. Especially since we are not talking about ille- 
gal activity here. I mean, if we were talking about illegal activity, 
that would be an understandable number. But since it is not illegal 
activity, one presumes we ought to be able to get transparency on 
it some way. 

Mr. Everson. And if I could make just one point on this, because 
it is important. Most Americans are subject to this reporting al- 
ready. There are about 235 million W-2s that are issued each year 
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for about 150 million employees. There is not only reporting but, 
of course, as everybody is aware, withholding. 

What we are proposing here is relatively modest but I would say 
quite significant to get some information reporting, say, on gross 
receipts for businesses. 

Chairman Gregg. Mr. Walker, you made a comment that we also 
need to address tax expenditures. Can you define the type of tax 
expenditure you are talking about? Are these like targeted tax ex- 
penditures? Would these be the same things as an earmark? Is 
that what you are talking about? Or are you talking about some- 
thing that is more broadly determined to be a tax expenditure such 
as the deductibility of mortgage interest? 

Mr. Walker. Mr. Chairman, I will talk to you about this on an 
informational basis because all Senators would be interested, but 
it is not necessarily within the jurisdiction of this committee. 

What I am talking about is that ultimately what we have to do 
in order to get our fiscal house in order is that we need to do some- 
thing about the tax gap to make sure that people are paying their 
fair share. We need to do something to constrain spending, includ- 
ing reforming entitlement programs. Ultimately we will also need 
to make sure that we have enough revenues to be able to pay our 
current bills and deliver on our future promises. 

In doing that, one of the things that is largely off the radar 
screen is the revenue side. We spend $700 to $800 billion in deduc- 
tions, exclusions, exemptions, credits and other types of tax pref- 
erence activities. Some have an economic policy impact. Some are 
for social policy reasons. But they are not part of the budget proc- 
ess. They are not part of the appropriations process. They are not 
adequately disclosed in the financial statements of the U.S. Gov- 
ernment. And yet they are $700 to $800 billion a year and growing 
rapidly. The No. 1 item is the fact that no individuals in America — 
pay income tax or payroll tax on the value of employer-provided 
and -paid health care, no matter how much money they make, no 
matter how wealthy they are, and no matter how generous their 
health care package might be. 

And so just as you talked before about if you end up investing 
more money in enforcement, that is likely to generate revenues, I 
think we need to think about how we can make sure that what is 
happening on the revenue side, whether it is a plus or a minus, 
comes on the radar screen. Right now it is largely off. 

Chairman Gregg. I appreciate that. You are getting into the 
broader concept of tax expenditure when you talk about that. I 
thought you might be talking about a more targeted event, which 
this committee might actually be drawn into that fight, because 
this committee is going to be drawn into the fight of earmarks by 
it being set up as a point of order, it appears. Although it won’t 
be going through this committee, it appears it is being done by a 
separate working group somewhere in some back room. But it is 
clearly going to be a point of order, which means this committee 
is going to be involved in that. 

What we are going to do here, since Senator Wyden just arrived, 
we are going to go to Senator Conrad for his second 5 minutes, 
then Senator Grassley, then to Senator Wyden. 
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Senator Conrad. First of all, let me say my own belief is that 
the tax gap is larger, perhaps significantly so, than the estimates. 
I say that not just based on some feeling, but based on our analysis 
of how this determination was made, and also what I have been 
told by very sophisticated financial firms on Wall Street who tell 
me they see the other side of these transactions. They think there 
is big leakage. They think there is significant underreporting on 
basis by both corporations and individuals that is very hard to de- 
tect. 

So, first of all, I believe that the tax gap is larger. A lot of this 
is behavioral change. Nobody knows this better than General 
Walker, who used to be in the accounting profession, and a very 
distinguished career there, I might add, with an outstanding com- 
pany which at the time was the gold standard, I found in my trans- 
actions, absolutely superb people. And there has been a change, it 
is undeniable, in the corporate culture, because some of these 
firms, accounting firms, established very aggressive accounting 
practices after these base estimates were made, after the base peri- 
ods. And so you have had — and I have people who I worked with 
very closely over many years telling me, Kent, there has just been 
a dramatic change in the ethic — in the ethic — and that because of 
competition, firms became much more aggressive, accounting firms, 
in helping people and companies avoid what they legitimately owe. 
I believe that is the case. 

Could I get a reaction from the two of you on that basic propo- 
sition? 

Mr. Everson. I think I have covered the point on the estimates, 
and we are going to use the estimates as well as we can. And I 
don’t think that changes really how I would do my job. There is 
real money on the table here. We know where the larger issues are. 
And so we are going to do the best we can, and we are going to 
continue to get better estimates, as the GAO and others have sug- 
gested, as best we can. 

Your point is exactly correct. Our system depends upon not being 
overly intrusive compared to other countries. It depends on the in- 
tegrity of tax practitioners, and there is no doubt, I would suggest 
to you, that over the course of decades, the role of professionals has 
changed. 

I was also at that fine firm that you referenced for 6 years start- 
ing in 1976. And the role of the accountant in that era was to make 
sure that your client adhered to professional standards and fol- 
lowed the law. That role migrated to value creation and risk man- 
agement, and this migration has compromised the image of both 
accountants and attorneys, whose roles have changed. And that is 
why in our 5-year strategic plan we made one of our four enforce- 
ment priorities to assure that attorneys, accountants, and other tax 
practitioners adhere to professional standards and follow the law. 
And we have done a lot in this respect. We have increased the size 
of our Office of Professional Responsibility and have a former pros- 
ecutor doing that work. As Chairman Grassley knows, there have 
been important criminal proceedings that have taken place in this 
area. And I think that the message that this hasten out of hand, 
hasten through. 

Senator Conrad. General Walker. 
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Mr. Walker. Senator, I practiced public accounting from 1973 to 
1979 and from 1989 to 1998 with some of the largest and hest- 
known firms in the world. It was a fundamental change in business 
and in the accounting profession between those two time periods. 

As I said before, corporations do not have duties of loyalty to 
countries. They have duties of loyalty to shareholders, and they 
will do everything that they can in order to maximize revenue and 
minimize expense legally. In addition to that, when attorneys and 
CPAs are representing clients in tax planning, they are not inde- 
pendent. They are there to try to help their client minimize their 
tax burden — legally, of course. 

There has been an explosion of products and techniques to try to 
legally avoid and minimize tax burdens. In today’s world, where 
more and more economic activity is crossing borders, part of that 
is the use of sophisticated transfer pricing techniques where spe- 
cialized practices have been created, headed by Ph.D. economists 
and a variety of other individuals. 

You have the example that you gave where people will in form 
set up their headquarters in certain tax-advantaged locations, but 
in substance they are not really there. That didn’t really occur to 
a great extent in the 1970’s, but it occurs quite frequently today. 

Senator Conrad. It has changed. It has changed dramatically. I 
have people that I dealt with in the accounting profession over 
many years. Your former firm is the absolute gold standard. I 
found deeply honorable people very, very troubled by what oc- 
curred. 

Let me go quickly to two other things. Obviously, more reporting, 
more withholding would make a significant difference. Let me go, 
because my time has really expired, to the question of tax reform, 
because my own conviction is, yes, we can make progress probably 
on the order of what, Mr. Commissioner, you are suggesting. But 
for us really to make dramatic progress would probably require tax 
reform that would involve simplification and also a system that is 
just more transparent by its nature. 

A final comment on that question? 

Mr. Walker. I think Senator Sessions said it well. Ultimately if 
you want to minimize the tax gap, you are going to have to reform 
the overall tax system to make it as simple as possible and, there- 
fore, broadening the base, having much fewer exemptions, deduc- 
tions, and exclusions. You need to keep it as simple as possible, en- 
hance the transparency associated with income of all different 
types from all different parties, and thereby try to minimize the tax 
rate that would apply to a much broader base and a much sim- 
plified tax structure. 

Over the long term, the Congress, in addition to streamlining 
and simplifying the income tax system, may also have to consider 
whether and to what extent it wants to have our tax structure 
more consumption based, because we are the only major industri- 
alized country in the world that doesn’t derive a significant per- 
centage of its revenue through a consumption type approach. iMter 
all the distribution of wealth and income in the United States is 
fundamentally different today than it was in the early 1900’s when 
we created the income tax. 
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Mr. Everson. I would simply add that I think tax simplification 
is absolutely essential. As I indicated in the oral statement, com- 
plexity obscures understanding. And so it hurts the taxpayer who 
desires to be compliant, and it also is a tool of taxpayers who seek 
to obscure their true activities from us as tax administrators. 

Mr. Walker. And if I can quickly say. Senator, I have for a num- 
ber of years prepared my tax return by hand, and I am a CPA. It 
is mind-numbingly complex. Even for an individual who wants to 
pay every dime that they owe, it is tough to be sure that you have 
done it right. It is unbelievably 

Senator Conrad. Can I just say, as a former tax commissioner, 
I would be happy to review your return and make sure you are 
paying 

[Laughter.] 

Mr. Everson. I will say this. If he has a problem and in any way 
we have mishandled it, David, just call me personally. 

Senator Conrad. Can I just conclude by saying I would ask for 
both of you, if you could provide to us in writing your recommenda- 
tions on what we could do to really make progress, whether they 
are on the tax reform side or the administrative side, your rec- 
ommendations to us. 

Mr. Everson. The Administration proposed, in its Fiscal Year 
2007 Budget Request, five new legislative changes to reduce the 
tax gap and re-proposed four legislative changes to improve tax ad- 
ministration efficiency. In addition, the Administration noted that 
it would strudy the standards used to distinguish between employ- 
ees and independent contractors for purposes of withholding and 
paying federal employment taxes. The nine legislative proposals 
are: 


Closing the Tax Gap 

1. Clarify the circumstances in which employee leasing compa- 
nies and their clients can be held jointly liable for federal employ- 
ment taxes. This proposal would facilitate the effective use of third 
party employee leasing companies by small businesses to pay em- 
ployment taxes. In addition to clarifying joint liability, it would also 
provide standards for holding employee leasing companies solely 
liable for such taxes, if they meet specified requirements. 

2. Increase information reporting on paypment card transactions. 
In order to improve compliance, annual reporting to the IRS would 
be required for aggregate payment card reimbursements made to 
certain businesses in a calendar year. 

3. Expand information reporting to certain payments made by 
Federal, State, and local governments to procure property and serv- 
ices. This proposal would improve tax compliance of those tax- 
payers who do business with government agencies. 

4. Amend Collection Due Process procedures for employment tax 
liabilities. For Collection Due Process purposes, this proposal would 
align the treatment of levies to collect employment taxes with the 
treatment of levies to collect Federal taxes from State tax refunds. 
The proposal would curtail delinquent employers’ ability to pyr- 
amid myltiple periods of unpaid employment tax liabilities. Tax- 
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payers would retain the ability to seek managerial appeal and to 
participate in the formal Collection Appeals Process. 

5. Expand to non-income tax returns the requirement that paid 
return preparers identify themselves on such returns and expand 
the related penalty provision. This proposal would address the 
growing problem of return preparers who assist in the preparation 
and submission of improper excise, employment tax, and other non- 
income tax returns and related documents. 


Improving Tax Administration 

1. Implement administrative reforms to improve the efficiency of 
IRS operations such as (a) adopt measures to reduce frivolous sub- 
missions made solely to delay or impede tax administration; (b) 
allow the IRS to terminate installment agreement if the taxpayer 
is not paying as agreed; and (c) streamline jurisdictionover collec- 
tion due process cases in the Tax Court. 

2. Initiate cost savings measures such as: (a) Reduce transaction 
costs by changing the way the Treasury Department’s Financial 
Management Services is reimbursed for offsetting collections, and 
(b) expand IRS’ authority to require electronic filing. 

3. Authorize the IRS to access employment date in HHS’ Na- 
tional Directory of New Hires for tax administration purposes, in- 
cluding data matching, verification of taxpayer claims during re- 
turn processing, preparation of substitute returns for non-compli- 
ant taxpayers, and identification of levy sources. 

4. Extend IRS’ authority to fund undercover operations, which 
expires on December 31, 2006, to permit the IRS to fund certain 
necessary and reasonable expenses of undercover operations, in- 
cluding international and domestic money laundering and narcotics 
operations. 

These legislative proposals strategically target areas where (1) 
research reveals the existence of significant compliance problems, 
(2) the compliance benefit is properly balanced against the burden 
placed on taxpayers, and (3) the changes support the 
Administrations’s broader focus on identifying legislative and ad- 
ministrative changes to reduce the tax gap. The enactment of these 
proposals would position the IRS for improved service and enforce- 
ment effectiveness and productivity. 

The FY 2006 appropriation for the IRS earmarked $6,382 million 
(post rescission) specifically for tax enforcement and included an in- 
crease of $442 million (post rescission) for enchanced enforcement 
programs, for a total of $6,842 million. The Appropriators were 
able to accommodate this increase as part of a program intergrity 
cap adjustment proposed by the Administration in the FY 2006 
Budget, and adopted as part of the Budget Resolution. This en- 
hancement is a critical component of our efforts to reduce the tax 
gap. 

In the FY 2007 request, the Administration is again proposing a 
program intergrity cap adjustment for IRS enforcement. The 
amount for FY 2007, $137 million, is the amount needed to pay 
cost increases associated with the FY 2006 enforcement base (the 
FY 2006 cap adjustment of $442 million is now part of the “base” 
and would be included within the capped amounts when the Sub- 
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committees receive their 302(b) allocations.) The $137 million is 
necessary to perserve the intergrity of the program increase pro- 
vided in the PT 2006 budget. 

Mr. Everson. I don’t speak to tax policy, as Chairman Grassley 
knows, but we will certainly give you what we can in terms of pull- 
ing this all together. 

Chairman Gregg. Senator Grassley. 

Senator Grassley. I have a statement I want to put in the 
record, an opening statement. 

[The prepared statement of Senator Grassley follows:] 
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Statement of Senator Chuck Grassley 

Budget Committee Hearing m 

I want to make it clear that the Finance Committee 
has the expertise to close the tax gap, and it is my 
intention, as Chairman, to close the tax gap. It is a big 
problem, costing our country $300 billion per year, but it is 
not an insurmountable problem. A little over a year ago, 
the Joint Committee on Taxation, at the Finance 
Committee’s request, issued a report. That report 
provided suggestions that would close the gap by about 
$190 billion over five years. 

Many of those items are very controversial. 

Let me give you examples; 

► Repeal the mortgage interest deduction for home 
equity loans. 

► Subject state and local workers to the Medicare 
tax. 

>■ Apply the payroll tax to most fringe benefits. 

»• Allow the offshore activities of U.S. companies to 
be exempt from U.S. tax. 

These are controversial proposals, and I’m sure many on 
this committee don’t endorse them now. 

At the Finance Committee, we stuck our toe in this 
pond last spring when we examined the payroll tax gap. 
We heard testimony from the Joint Committee on Taxation 
and the Treasury Department on leakage in the payroll tax 
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system. It seemed clear to me that many of the 
comprehensive payroll tax gap proposals, all which would 
have improved Social Security solvency, were too 
controversial to stand on their own. With the lack of 
bipartisan cooperation on Social Security, we did not have 
an environment to consider these important, but 
controversial proposals. Perhaps, if there had been 
bipartisan cooperation on addressing the Social Security 
problem, we could have made headway on the payroll tax 
gap. 


My point is that the tax gap is a huge problem for the 
tax system, and it is easy to discuss it in the abstract. 
Taking concrete steps requires a lot of political will and 
bipartisan cooperation. We also may have to take 
opportunities to resolve tax gap problems as they present 
themselves. I praise the Treasury and IRS for taking 
some initial steps. I’d also alert my colleagues to the fact 
that we have measures in the tax relief reconciliation bill 
that aim at discrete, though minor, aspects of the tax gap. 

Let me assure members of the Budget Committee 
that the Finance Committee will cull from the tax gap 
report, and other sources, offsets that can pass the 
Finance Committee. The other sources will be the 
national taxpayer advocate and the Administration’s 
proposed budget for fiscal year 2007. 


I look forward to hearing from the witnesses today. 
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Senator Grassley. I want to bring up something that probably 
would amount to no more than a few hundred million dollars that 
you have on the tax gap there, but probably a few hundred million 
that you may not collect the way we are going now, and make a 
suggestion to you. Commissioner. And that is in regard to the 
interplay between the alternative minimum tax and the incentive 
stock options. 

You know, the idea of our tax law is to encourage people to hold 
their stock to get preferential tax treatment in a very legal way, 
but then we had the dotcom bubble burst of 2001 so people received 
a lot of stock options. They drop in value. They don’t have it. They 
have to pay the tax on, you know, what is not really income. So 
I believe that we have a lot of that in this tax gap. 

And I have had people in my State come to me about this, and 
probably for every one in my State, there are 50 people in Cali- 
fornia having a problem, maybe Massachusetts, too. But I believe 
the right solution here for the IRS would be to exercise its expan- 
sive authority that it was given in the 1998 IRS restructuring bill 
to provide offers in compromise for the purpose of effective tax ad- 
ministration. I think that these cases fit well within the type of 
people Congress is trying to assist, people who have honestly paid 
their taxes for years but because the law is working at cross pur- 
poses, they are between a rock and a hard place. And, unfortu- 
nately, the IRS and Treasury, I believe, have been overly narrow 
in construing the authority given them in this provision passed in 
1998. 

So I have been pushing for quite some time to get the IRS and 
the Treasury to move more open-mindedly on this matter and 
would like to note that I particularly appreciate the Taxpayer Ad- 
vocate’s assistance in trying to help some of my constituents. 

So I am only asking — I am not asking you to explain right now, 
but if you would make this a priority, because I believe it is a way 
of bringing in some income, that maybe because you cannot get 
blood out of a turnip, you may get nothing. 

Mr. Everson. Certainly, Senator, we will take a look at it again. 
This is a complicated issue because if people exercise the options 
and then hold onto the stock and the stock value decreases, they 
may have a personal economic hardship, and then they can come 
in to us under the offer in compromise program if they don’t have 
the money. But sometimes they are asking for a blanket exemption, 
which we tend to feel might require a statutory review. 

So we will certainly take a look at it, of course. 

Senator Grassley. OK. And then just for the benefit of the 
Budget Committee, I would say that Senator Baucus and I have 
made the tax gap a very major effort of ours over the last couple 
years, working very closely with the Commissioner trying to take 
care of some of these industries that are promoting tax shelters, a 
lot of them that leave the poor taxpayer owing the Government a 
lot of money and thought they were getting honest advice that just 
was not very good advice. 

But in addition. Senator Baucus and I asked the Joint Tax Com- 
mittee to study, and they came out a year ago with a report. Some 
of it, as the General has suggested, just changing tax laws to bring 
in more revenue, not from people cheating on it necessarily, and 
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some of these are very controversial: repeal of the mortgage inter- 
est deduction for home equity loans, subject State and local work- 
ers to Medicare tax, apply the payroll tax to most fringe benefits, 
allowing the offshore activities of U.S. companies to be exempt 
from U.S. taxes, examples of things that are very difficult to deal 
with and very popular with taxpayers. 

Then they had another part of it that dealt with the tax gap, in 
other words, people cheating, and we are trying to zero in on those 
efforts, and efforts that are not there, some things that our respec- 
tive staffs are coming up with. 

And then, last, sometime last year we held a hearing on leakage 
of the payroll tax system, in other words, how it basically impacts 
upon solvency of Social Security. And, again, some of those are very 
controversial, probably would be real easy to handle in the context 
of overall Social Security reform because they deal with small busi- 
ness, maybe more difficult to deal with the case in isolation, al- 
though I am not saying that they shouldn’t be dealt with in isola- 
tion, but, you know — well, I guess I have said what I wanted to 
say. 

Thank you, Mr. Chairman. 

Mr. Walker. Can I comment real quick, Mr. Chairman, on this? 

Senator Grassley, I realize that there are two dimensions, as you 
properly pointed out, with regard to this revenue issue, one of 
which is what can be done to try to reduce the tax gap — ^you will 
never eliminate it — and the other is what type of broader tax re- 
forms might be necessary. And they are very different things. 

Candidly, based upon any reasonable set of assumptions given 
where we are at and where we are headed fiscally, in addition to 
minimizing the tax gap — and I think things can and should be 
done through additional information returns and withholding and 
targeted enforcement activities — there is no question that you are 
going to have to make some tough choices in order to generate 
enough revenues to be able to pay our current bills and deliver on 
our future promises. And it is going to require real tough choices 
that are not going to be popular. 

Frankly, one of the things that I am trying to do is to try to help 
pave the way for people to understand that, because realistically, 
elected officials cannot get too far ahead of their constituents, and 
their constituents need to understand where we are and where we 
are headed and what the consequences are for their kids and for 
our country if we don’t start dealing with some of these things. 

Senator Grassley. The only think I would add to what you said 
is that the other side of the equation is the extent to which Con- 
gress over the last 4 years, maybe unrealistically, overpromised, 
and promises that cannot be kept as well, maybe not badly inten- 
tioned at the time, but how unrealistic they are right now, that you 
couldn’t close the gap just on the revenue side. 

Mr. Walker. Absolutely. The current liabilities and unfunded 
commitments of the United States, which includes unfunded prom- 
ises for Social Security and Medicare — just those two, not Med- 
icaid — are $46 trillion in current dollar terms, up from $20 trillion 
5 years ago, and growing every second of every day. 

Chairman Gregg. A startling number. 

Senator Wyden. 
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Senator Wyden. Gentlemen, thank you, and thank you for your 
service, and both of you have been very helpful to me. 

I have introduced the Fair Flat Tax Act, S. 1927, and in the leg- 
islation — I am going to hold it up — is a one-page 1040 form. I filled 
it out myself. It took about half an hour, and that in and of itself 
is kind of a revolution for a member of the Senate Finance Com- 
mittee to actually be able to do their own taxes. And a reporter 
called yesterday and said he did his in 15 minutes using my form. 

It is pretty straightforward. You take your income from all your 
sources, subtract your deductions, add your credits, and send it off 
to Mr. Everson and say to the IRS, “Fm done. Have a nice day.” 
The end. 

What I find so baffling is I have a one-page 1040 form, the Presi- 
dent’s Commission that reported this fall, their proposal, col- 
leagues, is maybe six, seven lines longer, but for purposes of Gov- 
ernment work, they are pretty darn close. What are the problems 
in terms of actually getting this done? 

I pressed Secretary Snow on this a week ago. I just for the life 
of me can’t understand why an effort can’t be begun immediately 
to jump-start this tax reform. I have one approach. The President 
has another. A Democrat is saying that the Republicans have some 
good ideas. 

What is the problem here? Why can’t this be well underway? 

Mr. Everson. I, again, as you can appreciate, do not speak for 
the administration on tax policy. I have said consistently, including 
before the tax panel last March, that I believe reform is essential. 
As I indicated actually before you came in. Senator, simplification 
is one of the most important answers in terms of reducing the tax 
gap, which is the subject of today’s hearing. So I am a strong advo- 
cate of moving forward with reform. 

Senator Wyden. But specifically on the idea of taking what I 
have and what the administration’s proposal has — and others, by 
the way, have good ideas as well — wouldn’t that make sense doing 
that now? 

Mr. Everson. I think that Treasury is looking at the reform 
panel ideas, and I am sure that as they do that, they are cognizant 
of what else is also out there, including your proposal. 

Senator Wyden. You are being very diplomatic. When I tried to 
get them to put this on deadline or anything resembling some 
sense of urgency, it just wasn’t there. 

Mr. Everson. It is in my self-interest to be diplomatic. 

Senator Wyden. Yes, it is. 

[Laughter.] 

Senator Wyden. Mr. Walker, you are a good man. Any thoughts 
on this? 

Mr. Walker. From a policy standpoint, it absolutely makes 
sense. From the standpoint of trying to close the tax gap, it abso- 
lutely makes sense. 

There are a lot of people. Senator, vested in the status quo. Not 
everybody is for transparency. Not everybody is for broadening the 
base because they have their special preferences and an interest in 
maintaining their special preferences. And my view is it is also a 
matter of what other priorities exist at any given point in time as 
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to where decisionmakers are going to allocate their time and polit- 
ical capital. 

The sooner, the better, from the standpoint of streamlining and 
simplifying the Tax Code, not only from the standpoint of the tax 
gap, but in order to minimize tax burdens and enhance economic 
growth and efficiency. 

Senator Wyden. There are plenty of interests that will oppose 
this, you are right. But unlike Social Security, there are not going 
to be any rallies outside a Member of Congress’ office saying, “I 
love the Internal Revenue Code.” 

I am going to do everything I can with colleagues on a bipartisan 
basis to see what I can do to goad both political parties into getting 
into this. 

Gentlemen, in your view, how much of the underreporting and 
underpayment of taxes is due to genuine confusion — genuine confu- 
sion — due to complexity, and how much is due to cheating? Give 
me just a ballpark figure because I know, Mr. Everson, there are 
a lot of issues with respect to how that is calculated. But give me 
a ballpark assessment of how much you think is confusion, how 
much you think is people trying to cut corners. 

Because willful noncompliance has to do with the motivation of 
the taxpayer at the time he or she filed his or her tax return, it 
is virtually impossible to know for certain how much of the tax gap 
is due to genuine confusion as opposed to cheating. While our audi- 
tors may be able to identify what appear to be obvious cases of will- 
fulness or simple mistakes, in the vast majority of cases, the moti- 
vation of the taxpayer is not at all clear. Moreover, it is not real- 
istic to rely on taxpayers themeselves to indicate whether they de- 
liberately tried to understate their tax liability. Finally, many tax- 
payer mistakes arise from not doing something that should have 
done, which could be caused by anything from innocent careless- 
ness to willful evasion. It is not difficult for an auditor to note what 
was not done, but it is often virtually impossible to be certain 
about why. 

That fact that reporting accuracy is much worse in the absence 
of third-party information reporting and withholding suggests that, 
with respect to income reporting, many taxpayers exploit their op- 
portunities to be noncompliant. It also suggest that information re- 
porting makes it easier for honest taxpayers to comply. More sig- 
nificantly, the growing complexity of the tax law is a primary driv- 
er of the tax gap, creating both genuine confusion and opportuni- 
ties for those who wish to exploit the tax law. 

Mr. Everson. I would decline to do that. Senator. While we di- 
rectionally are trying to work on that issue through our research, 
we don’t have precise conclusions at this point even to give a ball- 
park. What I would suggest to you, though, is that there is no 
doubt that confusion is a very real contributor here. 

Look at something like the EITC or look at some of the other 
credits that are out there. Complexity is quite significant and a 
great challenge to individuals as they try to navigate educational 
credits, of which there are a number. 

Senator Wyden. I still think it is important for you all to give 
us a ballpark estimate of what this problem is all about. I under- 
stand it is difficult. But I would like to ask you, as one member 
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of the Finance Committee and someone on this committee as well, 
to get hack to us with even a ballpark figure, because to just say, 
well, we cannot give that. 

Mr. Everson. Well, I will talk to our research people to see 
whether they can do that. 

Senator Wyden. Right. 

Mr. Everson. I must tell you that, they are pretty reticent to say 
something that they don’t feel is substantiated. 

Senator Wyden. I understand, but I think we owe it to our con- 
stituents to get a general sense so that we know what it is we are 
tackling. 

One more question for you, Mr. Everson. What is it going to take 
to make those yellow boxes blue? My understanding is that the yel- 
low boxes are the areas where we are not making the kind of 
progress we need in terms of the audits. 

Mr. Everson. Yes. 

Senator Wyden. Can you give us a deadline when those yellow 
boxes will be blue so that people will see that there are modernized 
criteria with respect to how taxes are determined? 

Mr. Everson. We are looking now at the continuation of our re- 
search programs. One thing we have done this year is work on S 
corporations. S corporations have exploded over the last two dec- 
ades in terms of being used as pass-through entities. They don’t 
even show up on that yellow piece there, if you will. But that is 
where we are looking now. 

As I indicated, I think before you came in, if you look at what 
we do in terms of the corporation side, which is the biggest piece 
of the yellow, our coverages there are significantly higher by a fac- 
tor of lOfold or more than what they are on the individual side. 
That is why we have not gone forward to do research per se on that 
issue. 

I would say to you that as we look at this program, we will prob- 
ably be more inclined to circle back and update the 2001 figures 
on the individual side and probably do more on the C corporations. 

Senator Wyden. Now, the administration’s budget expands third- 
party reporting of income for additional transactions as part of its 
proposal to close the gap. They propose specifically expanding 
third-party reporting to include Government payments for goods 
and services as well as debit and credit card reimbursements paid 
to merchants. But the proposal for expanded third-party reporting 
does not include third-party reporting of investment income. 

I find it very troubling. What I did with my tax reform proposal 
was build on what Ronald Reagan said in 1986, that, marginal 
rates are a big deal, they send a powerful message with respect to 
growth and opportunity, but we ought to treat all income the same, 
which is, of course, what was done in 1986. 

And so I want to continue to try to build on the philosophy that 
Ronald Reagan laid out and would simply ask. Why aren’t you ap- 
plying the same rules to investment income that apply to wage, in- 
terest, and other income? 

Mr. Everson. I guess my answer to that. Senator, is the five pro- 
posals we have made as well as the commitment we have made to 
look at the definition of employee versus independent contractor, 
which is really going to cause a firestorm. That definition has been 
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locked in since 1978, and since then the employment model has 
really changed with many more independent contractors. I do con- 
sider them a very significant set of proposals. If we can work and 
get these done, then, of course, we ought to look at what other 
issues need to be included. 

What we have not done in our proposals, by the way, is send spe- 
cific language over to Finance or Ways and Means. We have said 
we want to do this and then will work with you on the details. So 
we are open to discussing what needs to be done here, but I do 
view it as very important that we are again tackling this issue sub- 
stantially for the first time in 20 years. 

Senator Wyden. I share your view, and I think it is helpful that 
you are. I just am concerned that right out of the box again we are 
going to set up a double standard in this country. And colleagues 
have heard me talk about that we have two standards in America: 
one for people who work for wages and another for folks who make 
their money from investments. I am not interested in soaking any- 
body. I believe in markets. I believe in creating wealth. But when 
the cops on the street gets a raise, they pay 25 percent of their in- 
come to the Government in taxes, pay Social Security payroll taxes 
on top of it, and the person who makes their money on capital 
gains and investments pays 15 percent and no Social Security pay- 
roll tax, looks at this budget and says. Hah, down in Washington, 
D.C., they are talking about closing the tax gap, I hear all about 
that, but we got one set of rules that apply to me and we got an- 
other set of rules that apply to the investor. 

Mr. Everson. I would point out, as you know, there is very good 
reporting in the dividends and interest areas already, and that is 
why the noncompliance rate is very low there. 

Chairman Gregg. Senator Sessions. 

Senator Sessions. Quickly, I would ask Mr. Everson, if we had 
tax simplification, would that not help your auditors and reduce 
the time that they spend and help them be able to focus more on 
the abuses? 

Mr. Everson. Absolutely, sir. 

Senator Sessions. Could you suspend CPAs and attorneys, short 
of some criminal or ethical prosecution, for irresponsible advice or 
lack of professionalism? And would that be something you could ac- 
complish with far less litigation than might otherwise be the case? 

Mr. Everson. We have strengthened professional accountability 
over the last several years through doubling the size of our Office 
of Professional Responsibility. There is something called Circular 
230, which is standards that govern the conduct of attorneys and 
accountants who practice before us. We have included for the first 
time a provision that says said if you get an opinion from an attor- 
ney that you are doing the right thing, then you get out of paying 
penalties if the Service audits you and says that transaction does 
not work. We have said now how those opinions have to be devel- 
oped for shelter transactions. That is a very important step. 

We continue to monitor this area and look to do more, but, again, 
the leverage of making sure the practitioners are responsible is 
also essential and keeps us from having to, if you will, have more 
auditors. We have to have integrity in the attorneys and the ac- 
countants. 
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Senator Sessions. Well, most accountants I think really do try 
to do the right thing, and when they sign their name on there, they 
expect you to know that they have done professional diligence. 
Would you not both agree on that? 

Mr. Everson. Yes, that is absolutely correct, and the steps we 
have taken, including the steps you have taken in the Congress — 
for example, the JOBS Act, which provides tougher standards and 
penalties for people who go awry of the standards — are important. 
And the other thing we are asking with one of the five proposals, 
gets to preparer standards on the non-income tax type reporting. 
So that is in the mix. We are trying to do more there, and we are 
asking for you to pass some new law on that issue. 

Senator Sessions. Mr. Walker, would you like to comment as a 
CPA yourself? 

Mr. Walker. I would agree that simplification would do a lot to 
take enforcement pressure off of the IRS and help them target 
much more. I also agree that a vast majority of CPAs, and I am 
sure attorneys as well, try to do their job to the best of their ability 
and in compliance with the laws and regulations as they under- 
stand them, although I think we have to keep in mind we live in 
a gray world. 

Mr. Everson. Let me make one final point. Practitioners come 
to me all the time and say, “We applaud what you are doing, going 
after the bad practitioners,” because it is a competitive disadvan- 
tage when somebody in your State is saying, “I can get you a better 
deal with the IRS” when they really are just, you know, smoking 
something. 

[Laughter.] 

Mr. Everson. That is the drug business we were talking about. 

Chairman Gregg. You are implying that to deal with the IRS 
you should be smoking something. 

[Laughter.] 

Senator Sessions. I dealt with a good lawyer when I was United 
States Attorney, and he came to me and he said, “Tell me what the 
law is. I am telling my client they have to pay taxes on this. The 
competitive businesses down the street are not paying taxes on it. 
They think I am costing them money. What is the law? What 
should we do?” It was a fair question, I thought. I am not sure that 
he ever got a clear answer. 

With regard to your allocation, Mr. Everson, of the resources you 
get in total, are you satisfied that you have the resources in the 
right areas? I do notice that your customer service seems to be 
working. Complaints are down, and audits are beginning to go back 
up. Those are good things. Are you confident as Congress mandates 
money in certain ones of these accounts, whether it is audits or 
compliance or those things, are we requiring expenditures and or- 
ganizations of your office that make you less efficient than you 
would like to be? And can we help? 

Mr. Everson. Broadly speaking, let me say this. We have three 
strategic objectives for the IRS: one is to continue to improve serv- 
ice to taxpayers; the second is to significantly enhance enforcement 
of the law; and the third is to modernize the IRS. 

This only works if we support all three in a balanced manner, 
and that includes the funding. So it would be a bad cocktail to give 
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us more money for enforcement but to cut services or the IT infra- 
structure, because they all have to work together. And it is impor- 
tant to leave, I believe, the latitude to the Government managers — 
there are only two appointees in the whole agency — to take those 
funds and use them wisely. 

So I do worry that we are in a bad space. We are in the TTHUD 
Subcommittee on Appropriations. And if you look at the President’s 
request, HUD is down by 2 percent and Transportation by some- 
thing like 9 percent. I looked at the Federal Page the day after the 
budget came out. If you look at the non-Homeland, non-DOD do- 
mestic discretionary budget, it is a tough corner of the budget to 
be in. 

So, yes, I ask you to do what the President asks and provide us 
the funds that we have requested and let us be free to spend them 
as wisely as we can. 

If I could make one final pitch: please do your job on time. We 
are a big operational agency, and when you give us moneys or 
write language into the appropriations process 2 or 3 months into 
the year saying don’t do this or do that, then it is very hard for 
us, particularly with the curb we have on our spending, to imple- 
ment some of those provisions. 

Chairman Gregg. Thank you. Let me thank you very much for 
your time. You have given us a lot of time today. 

Senator Conrad. Might I have a minute? 

Chairman Gregg. Yes. 

Senator Conrad. Two quick things, and I would say this to the 
Commissioner. My own brother called me. My brother prepares re- 
turns for people. He used to be the head of the Office of Manage- 
ment and Budget in our State. And he said in the office in Bis- 
marck, the IRS office, it is on the second floor of a building, of a 
bank building. Forms are not available on the first floor by some 
agreement with the bank. And when you call to see if forms are 
available, he was unable to get through repeatedly in Bismarck, 
North Dakota. And if you could check on that and if we could do 
something to 

We appreciate that your brother pointed out this issue. There is 
an IRS office on the third floor of the same building in which the 
bank is located. We did some checking with the bank and deter- 
mined that it does not appear that the bank ever distributed tax 
forms in its lobby. We recently placed a new sign on the first floor 
of the building. This sign indicates the location and hours of avail- 
able tax assistance and also indicates that Tax Forms are available 
in the IRS office. 

In addition, IRS forms and publications are available in down- 
town Bismarck at the Veteran Library on North 5th Street. Forms 
also can be downloaded for free from IRS.gov and they are avail- 
able free by calling 1-800-TAX-Form. 

Mr. Everson. Certainly. 

Senator Conrad. You know, when my brother calls — my brother 
in 19 years has never called me about any governmental matter. 
But he said, you know, “Kent, it just not good service to taxpayers 
in the capital city of our State.” 

Mr. Everson. Certainly. 
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Senator Conrad. One final thing I would say. When I was tax 
commissioner, an accountant came to me one of the first days I was 
in office and brought me his list of clients with a recommendation 
that I audit them. 

[Laughter.] 

Senator Conrad. I thought that was a rather curious thing. 

Chairman Gregg. It would be helpful, if you can do this — and 
maybe you can’t do this, but the administration asked for $137 mil- 
lion of additional funding, set up in this special mechanism that 
basically gets you additional funding on top of whatever TTHUD 
can do for you. If you can give us an estimate of what that would 
represent in broad terms, in additional receipts as a result of better 
enforcement, that would be very useful to us, to maybe even go be- 
yond $137 million. 

The $137 million you mention represents funds that provide for 
the pay raise and non-pay inflation associated with maintaining 
the enforcement base and building from Fiscal Year 2006 hiring. 
As these funds are intended to maintain the enforcement base, we 
measure that not in terms of additional receipts but rather the po- 
tential for lost revenue without the increase. As I reported last 
year, our FY 2006 initiative will yield a $4 to $1 enforcement rev- 
enue return per year once fully implemented. In addition, the in- 
creased enforcement presence will have a deterrent effect on those 
who are tempted to abuse the tax law. To clairify, if Congress does 
not provide the additional $137 million to maintain its FY 2006 en- 
forcement build, the Federal Government would lose approximately 
$4 for every $1 reduced and the deterrent effect of the unfunded 
enforcement activities. If Congress provided additonal funding for 
enforcement activities in which the additonal funds were invested. 

Mr. Everson. Yes, sir. 

Chairman Gregg. Thank you, and I appreciate very much your 
time, and I appreciate your service. Both of you do extraordinary 
work for our Nation, and we thank you for using your talents on 
behalf of the American people. 

Mr. Everson. Thank you. 

Mr. Walker. Thank you. 

Chairman Gregg. Our next witness is going to be Nina Olson, 
who is the Tax Advocate. 

Ms. Olson, we appreciate you taking time to come today. We ap- 
preciate your job as Tax Advocate and we look forward to your 
thoughts. You have obviously listened to the Commissioner and the 
General. Give us your thoughts. 

STATEMENT OF NINA E. OLSON, NATIONAL TAXPAYER 
ADVOCATE, TA XP AYER ADVOCATE SERVICE 

Ms. Olson. Mr. Chairman, Senator Conrad, and members of the 
Committee, thank you for inviting me here today to testify about 
the tax gap. 

The tax gap is a serious problem because it deprives our Govern- 
ment of much-needed revenue and imposes excessive burdens on 
compliant taxpayers. The average individual tax return is effec- 
tively assessed a surtax of more than $2,200 each year to subsidize 
noncompliance by others. That is simply unacceptable. 



241 


The starting point for addressing the tax gap is solid research 
about the causes of noncompliance. The IRS needs more informa- 
tion to determine the best allocation of its resources after taking 
into account both the direct and indirect effects of its activities on 
tax revenue. Not all forms of taxpayer service and not all enforce- 
ment measures have the same affect on compliance. 

For example, if the IRS is given additional funds to combat non- 
compliance, will the IRS get the biggest bang for its buck by spend- 
ing the funds on strengthening enforcement or on improving tax- 
payer service? If the answer is enforcement, should IRS continue 
to target corporate tax shelters or should it move more aggressively 
against the cash economy? If the answer is that funds are better 
spent on taxpayer service, should the IRS expand existing taxpayer 
services or should it develop new services that take advantage of 
the latest improvements in technology? 

Unfortunately, the IRS has little reliable research to help guide 
its choices. Simply put, we need more extensive research to make 
optimal fully informed resource allocation decisions. We do not 
know the return on investment of taxpayer service moneys because 
the IRS does not measure it. 

I want to stress that not all the tax gap is attributable to delib- 
erate cheating. The sheer complexity of our 1.5 million word Inter- 
nal Revenue Code leads to significant inadvertent error, particu- 
larly on the part of small-business owners and low and middle in- 
come taxpayers who have limited resources yet are expected to 
comply with particularly complex requirements. 

As the IRS works to reduce the tax gap, its choices should reflect 
the central role that taxpayer service, particularly taxpayer assist- 
ance, outreach and education, plays in achieving long-term compli- 
ance. 

Congress also has an important role to play here. If you adopt 
fundamental tax reform that puts a premium on simplification, in- 
advertent errors will decline. In my 2005 annual report to Congress 
I outlined six common sense principles for tax reform. And if you 
are able to construct a tax system that reduces what I call opportu- 
nities for noncompliance that will go even further to reducing the 
tax gap. 

Data released yesterday show that the most significant source of 
the tax gap is economic transactions that go unreported to the IRS, 
what I call the cash economy. Consider this: where payments are 
subject to tax withholding, compliance is almost 100 percent. 
Where payments are subject to Form 1099 or other third-party in- 
formation reporting to the IRS, compliance is about 96 percent. But 
where economic transactions are invisible to the IRS the compli- 
ance rate drops dramatically, perhaps to around 50 percent, al- 
though no one knows for sure. 

These data tell us what most people would intuitively expect. 
When a taxpayer believes IRS knows he has received a payment, 
the taxpayer will surely comply. When a taxpayer thinks the IRS 
has no clue he has received a payment, the likelihood he will com- 
ply plummets. 

If we are then to successfully address the tax gap I believe that 
Congress must examine ways to expand such reporting. In some 
cases the burden of requiring third-party information reporting will 
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outweigh the henefits. But the tax gap is composed of many dif- 
ferent types of taxes, types of noncompliance, and types of tax- 
payers. There is no one silver hullet that will eradicate all compo- 
nents of the tax gap once and for all. So we should begin hy identi- 
fying various categories of transactions that currently are not sub- 
ject to information reporting and consider on a case-by-case basis 
whether the benefits of requiring reporting outweigh the burdens 
such a requirement would impose. 

In the meantime there are many steps Congress or the IRS can 
take right now that would chip away at the tax gap. In my 2005 
annual report to Congress I made a number of administrative and 
legislative recommendations that are summarized at the end of my 
written statement. For example, some self-employed taxpayers who 
really do want to comply fall behind on their tax payments and 
simply cannot save enough money during the year to make quar- 
terly payments. Thus, the IRS should encourage self-employed tax- 
payers to sign up for automatic monthly payments of estimated tax 
from their bank accounts like they pay their car payments or their 
mortgages. We already have a system capable of receiving regular 
payments. We need to do more to promote it. 

Under current law an individual taxpayer can escape information 
reporting by incorporating. For Form 1099-Miscellaneous informa- 
tion reporting purposes there should be no distinction between tax- 
payers providing the same services for compensation merely be- 
cause one taxpayer is incorporated and another has not. Therefore, 
we recommend that many corporate taxpayers be subject to 1099 
Miscellaneous reporting requirements to the same extent that un- 
incorporated businesses are today. 

My report also contains recommendations to promote voluntary 
withholding agreements, to require backup withholding on pay- 
ments to taxpayers with a demonstrated history of noncompliance, 
and to develop local compliance initiatives tailored to the unique 
economies of different regions of the country. 

We also recommend that Congress require brokers on a going for- 
ward basis report to taxpayers and the IRS the cost basis of pub- 
licly traded stocks and mutual funds when these shares are sold. 

In conclusion, I am pleased that the IRS is making the tax gap 
a priority. I am pleased to see strong Congressional interest in this 
issue, and I am hopeful that we will make strides to collect more 
of what is due, yet with minimal burden on the taxpayer. 

Thank you. 

[The prepared statement of Ms. Olson follows:] 
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Mr. Chairman, Ranking Member Conrad, and distinguished Members of the Committee: 

Thank you for inviting me to testify today about the causes of the Federal tax gap and 
proposals to try to reduce it.’ In my testimony, I will provide an overview of the tax gap 
and discuss two of its principal causes; (1) the large percentage of taxable payments 
that are not reported to the IRS and with respect to which the IRS has great difficulty 
collecting tax (i.e., the “cash economy”) and (2) the difficulty many taxpayers not subject 
to tax withholding face in saving enough money to pay their tax bills when they come 
due. I will suggest several possible solutions that eliminate opportunities for 
noncompliance and thus should reduce the tax gap. These recommendations are 
outlined in the appendices to this testimony. 

The tax gap is composed of many different types of taxes, types of noncompliance, and 
types of taxpayers. There is no one silver bullet that can eradicate all components of 
the tax gap, once and for all. This diversity requires the IRS to conduct serious and 
ongoing research to better understand the causes of the tax gap and to identify the 
most effective solutions. I commend Commissioner Everson for supporting and 
expanding the National Research Program (NRP) to help identify the areas where 
noncompliance is greatest. To help identify the most appropriate and effective 
solutions, I believe the IRS should also devote more effort to studying the causes of 
noncompliance. 

I. The Significance of the Tax Gap 

It is widely understood that the failure of some taxpayers to pay their fair share of taxes 
reduces much-needed Federal revenue. That consequence, by itself, would require the 
government to act. But the consequences of the tax gap run deeper than that. The tax 
gap raises an issue of fundamental fairness in the tax system. When honest taxpayers 
feel like chumps, some of them start fudging, too. And when that happens, voluntary 
payments drop even more, necessitating more examination and collection actions. This 
sense that the system is unfair can result in a vicious cycle of increased noncompliance 
and increased enforcement. 

According to preliminary data the IRS released last year as part of the National 
Research Program (NRP) study of Tax Year 2001 individual income tax returns, the 
annual gross tax gap falls somewhere in the range of $312 billion to $353 billion. After 


' The views expressed herein are solely those of the National Taxpayer Advocate. The National 
Taxpayer Advocate is appointed by the Secretary of the Treasury and reports to the Commissioner of 
Internal Revenue. The statute authorizing the position directs the National Taxpayer Advocate to present 
an independent taxpayer perspective that does not necessarily reflect the position of the IRS or the 
Treasury Department. Accordingly, Congressional testimony requested from the National Taxpayer 
Advocate is not submitted to the Commissioner or the Secretary for prior approval. However, we have 
provided courtesy copies of this statement to both the IRS and the Treasury Department in advance of 
this hearing. 
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accounting for receipt of late payments and IRS collection activity, the IRS estimates the 
annual net tax gap is in the range of $257 billion to $298 billion.^ The IRS estimates tax 
noncompliance is in the range of 15.0 percent to 16.6 percent. Or, stated differently, the 
rate of taxpayer compliance with the tax laws in 2001 ranged from 83.4 percent to 85 
percent.^ 

The IRS receives approximately 130 million individual income tax returns each year. 
Given the estimated $257 billion-$298 billion net tax gap, the average tax filer pays a 
“surtax" of some $2,000 per year to subsidize noncompliance. 

II. The Cash Economy Is the Largest Source of the Tax Gap 

Where taxable payments are reported to the IRS by third parties, the IRS generally 
collects well over 90 percent of the tax due. Where taxable payments are not reported 
to the IRS by third parties, compliance drops precipitously to a range from about 20 
percent to about 68 percent, depending on the type of transaction.* For purposes of my 
testimony, I will use the term “cash economy” to mean all taxable payments that are not 
reported to the IRS by third parties.® 

The cash economy may be responsible for more than a third of the tax gap. The IRS 
has no direct estimate of the portion of the tax gap attributable to the cash economy. 
However, according to IRS estimates: 

• About 43 percent of the gross tax gap, $134 billion to $155 billion per year, is 
attributable to underreporting of income and self employment taxes by self- 
employed individuals.® 


^ The IRS has developed estimates of both the "gross tax gap" and the "net tax gap." The gross tax gap 
is the amount of tax that is imposed by iaw for a given tax year, but is not paid voluntarily and timely. The 
net tax gap is the portion of the gross tax gap that will not be collected after all IRS and taxpayer actions 
have been completed for a given tax year. Both figures probably understate the true level of 
noncompliance because they exclude illegal-source income and certain other categories of 
noncompliance. 

^ These preliminary results from the National Research Program study were released on March 29, 2005. 
The IRS plans to update the results shortly, possibly between the time this statement is submitted and the 
time this hearing takes place. 

^ IRS National Headquarters, Office of Research, July 2004 (unpublished). 

* There is no universally agreed-upon definition of the term “cash economy." For a definition similar to 
mine, see Bridging the Tax Gap: Hearing Before the Committee on Finance, United States Senate, 108'" 
Cong, 21 (July 21, 2004) (statement of Professor Joseph L. Bankman defining the cash economy as 
"legal business transactions conducted in cash (or checks) that are not subject to withholding or third- 
party information reporting , , . your gardener, the family that owns the corner restaurant. Anyone that is 
getting cash or checks that is not subject to third-party reporting."). 

" Taxpayers who underreport business income on individual returns account for $83 billion to $99 billion 
of the gross tax gap and those who underreport self-employment taxes account for another $51 billion to 
$56 billion. IRS National Headquarters Office of Research, Tax Gap Map for Year 2001 (June 7, 2005). 
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• Over 80 percent of all individual underreporting is attributable to understated 
income rather than overstated deductions/ 

These estimates suggest that self-employed taxpayers who file returns but underreport 
their income (or self-employment) taxes represent the single largest component of the 
tax gap, accounting for more than a third of the gap and over $100 billion per year.® 

III. To Address the Tax Gap, Congress and the IRS Should Explore Ways to 
Reduce Opportunities for Noncompliance and Supplement Traditional IRS 
Enforcement Initiatives in the Cash Economy 

Ninety-nine percent (99%) of income subject to withholding is reported on taxpayers’ 
income tax returns.® This fact does not mean that wage earners are “good” people and 
taxpayers who receive income that is not reported to the IRS by third parties are “bad” 
people. It means simply that wage earners do not have the opportunity to be 
noncompliant because their wages are reported by their employers and their taxes are 
withheld at the source of payment. Participants in the cash economy, on the other 
hand, have a significantly greater opportunity for noncompliance. An effective strategy 
for reducing the portion of the tax gap attributable to the cash economy must focus on 
reducing opportunities for noncompliance. 

Moreover, because income from the cash economy is not subject to information 
reporting, many of the IRS's traditional means of enforcement - Correspondence 
Examinations, Document Matching, and Automated Substitute for Returns — are 
unlikely to be effective in addressing it. The IRS has a number of initiatives that could 
be effective if coordinated and pursued more aggressively. However, no single function 
coordinates research, outreach, and compliance initiatives aimed at improving reporting 
compliance among cash economy participants. Nor does the IRS give these initiatives 
the same level of attention as other initiatives, such as those addressing tax shelters or 
the Earned Income Tax Credit, This lack of coordination and Service-wide attention has 
historically impaired the IRS’s response to the cash economy. 

In the National Taxpayer Advocate’s 2005 Annual Report to Congress, I recommended 
that the IRS create a cash economy program office, similar to the Earned Income Tax 
Credit program office. I am pleased that the IRS Commissioner for the Small 
Business/Self-Employed Operating Division has agreed to establish a joint IRS- 
Taxpayer Advocate Service task force on the cash economy that will seek to determine 
the feasibility of this and other recommendations. I am hopeful that this task force will 
jump-start the development of a comprehensive strategy for addressing the cash 
economy that includes education, outreach, research, procedural, and enforcement 
initiatives. 


' IRS National Headquarters Office of Research, Tax Gap Map for Year 2001 (June 7, 2005). 

® 80 percent of $1 34 billion (the lower end of the estimate of underreporting attributable to self-employed 
individuals) comes to $107 billion. 

® IRS National Headquarters, Office of Research, July 2004 (unpublished). 
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IV. To Reduce Opportunities for Noncompliance in the Cash Economy, Third- 
Party Information Reporting Should Be Expanded in Appropriate Cases 

If our sole objective were to maximize the amount of tax revenue, we could simply 
require that anyone making a taxable payment to another person report the payment to 
the IRS. Such a requirement would close much, if not most, of the tax gap. But 
requiring everyone making a taxable payment to file a report with the government would 
impose more burden than most of us would be willing to bear. No one wants to be 
obligated to file a document with the IRS every time he or she takes a cab ride, has 
someone mow their lawn, or calls a plumber to fix a broken faucet. 

To address the tax gap, we should begin by identifying various categories of 
transactions that currently are not subject to information reporting and determine, on a 
case-by-case basis, whether the benefits of requiring reporting outweigh the burdens 
such a requirement would impose. In many cases, we will ultimately decide that it is 
inappropriate to impose a reporting requirement. But in some cases, we may decide 
that requiring reporting is appropriate. 

For example, under current law, an individual taxpayer can escape information reporting 
by incorporating. This is true even if the taxpayer is performing the same services that 
would be subject to Form 1099-MISC (Miscellaneous Income) reporting if the taxpayer 
were conducting business as an unincorporated entity. 

For Form 1099-MISC information reporting purposes, I believe there should be no 
distinction between taxpayers providing the same services for compensation merely 
because one taxpayer has incorporated and another has not. There are, of course, 
many valid reasons for choosing to conduct business as a corporation, but information- 
reporting avoidance should not be such a reason, Corporate taxpayers who intend to 
comply with the tax law should have no objections to receiving a 1099-MiSC for 
compensation for services performed or to IRS awareness of this compensation. Thus, 
we recommend that corporate taxpayers (including Subchapter S corporations) with 50 
or fewer shareholders be subject to 1099-MISC reporting requirements to the same 
extent that unincorporated businesses are today. 

To cite another example, I recommended in the National Taxpayer Advocate's 2005 
Annual Report to Congress that Congress consider requiring broker-dealers to track 
and report their customer’s cost-basis in stocks and mutual funds when sales are made. 
Under existing rules, brokers are required to file a Form 1099-B (Proceeds from Broker 
and Barter Exchange Transactions) with the IRS whenever a customer sells a security. 
However, the reporting rules only require the broker to report the gross proceeds the 
customer receives upon the sale. The broker does not have to report the customer’s 
cost basis in the security. That omission is significant because a taxpayer’s gain or loss 
on the sale of a security is measured by the excess of gross proceeds over cost basis. 
Thus, it provides an opportunity for noncompliance. 

The absence of a requirement that brokers track and report customers’ cost basis in 
securities has two consequences. First, it often imposes significant compliance burdens 



249 


on taxpayers who may not have kept track of their cost basis. To illustrate, a taxpayer 
who has held AT&T stock since the 1980s has received shares in more than a dozen 
companies over the years, and on each such occasion, the taxpayer’s cost basis had to 
be split between his existing holding and the spun-off company. Similarly, most mutual 
fund customers elect to have dividend and capital gain distributions automatically 
reinvested, and the customer’s aggregate basis in a mutual fund holding changes upon 
each such distribution. If taxpayers don’t have complete records, they will be unable to 
determine or substantiate their basis in many instances. We recommended requiring 
brokers to track and report cost basis primarily because it would make life much easier 
for honest taxpayers. 

But the second consequence of the absence of cost basis reporting is that it affords less 
honest taxpayers with significant opportunities to overstate their basis and therefore 
understate their tax liabilities. Reliable estimates of the amount of underreporting in this 
area are difficult to come by, but two professors have sized the problem at about $25 
billion a year.’® IRS officials studying the NRP data believe the revenue loss is 
substantially lower, but they agree that the level of underreporting reaches into the 
billions of dollars. We have spoken with representatives of the brokerage industry and 
believe on balance that the revenue benefits of requiring brokers to track and report 
cost basis exceed the burdens the requirement would impose.” 

V. Many Taxpayers Not Subject to Tax Withholding Cannot Save Enough 
Money To Pay Their Tax Bills, So in Appropriate Cases, We Should 
Encourage Taxpayers to Schedule Monthly Payments as Automatic Debits 
from Their Checking Accounts 

Taxpayers who want to comply with their estimated tax payment obligations sometimes 
fail because the process of estimating income, remembering payment dates, and saving 
enough money each quarter is cumbersome, especially for self-employed taxpayers 
who are juggling many different duties and many competing demands on both time and 
funds. Anything that the IRS can do to help taxpayers make their estimated tax 
payments more easily and lessen the burden of saving to make such payments is likely 
to increase compliance. 

The IRS should make it just as easy for taxpayers to make their estimated tax payments 
as it is to pay other bills. Most other creditors send customers bills to remind them 
when a payment is due, and many creditors offer the option of paying via automatic 
monthly withdrawals from the customer’s bank account free of charge.’^ Similarly, the 


Joseph M, Dodge & Jay A. Soled, Inflated Tax Basis and the Quarter-Billion-Dollar Revenue Question. 
106 Tax Notes 453 (Jan, 24. 2005). 

" Congress could consider providing brokers with a one-time credit to offset the cost of implementing a 
comprehensive basis-tracking system. 

The Treasury Inspector General for Tax Administration (TIGTA) previously recommended that the IRS 
clearly communicate to taxpayers that EFTPS is free. See Treasury Inspector General for Tax 
Administration, Ref. No, 2004-30-040, While Progress Toward Earlier Intervention With Delinquent 
Taxpayers Has Been Made, Action Is Needed to Prevent Noncompliance With Estimated Tax Payment 
Requirements 24 (Feb, 2004). This recommendation was based on a taxpayer focus group consensus 
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IRS could send letters to self-employed taxpayers each quarter to remind them to make 
their estimated tax payments. These reminders could point out that taxpayers can use 
IRS’s Electronic Funds Transfer Payment System (EFTPS), a free service, to make 
estimated tax payments electronically or by phone and to schedule payments in 
advance, just like automatic payments to a mortgage lender or utility.'^ The letters 
should also offer to accept estimated payments monthly or even bi-v/eekly. Just like 
most other recurring bills.’'' Signing up taxpayers for EFTPS could make estimated tax 
payments almost as automatic as withholding. As previously noted, taxpayers report 
99 percent of their income subject to withholding. In the National Taxpayer 
Advocate’s 2005 Annual Report to Congress, I make several administrative and 
legislative recommendations regarding the electronic payment of estimated taxes. 

VI. Where Taxpayers in the Cash Economy are Substantially Noncompliant, 
the IRS Should Have Back-up Withholding Authority to Drive Compliance 

Because we know that income-reporting compliance is nearly 100 percent when 
payments are subject to withholding, we are compelled to examine the feasibility of 
requiring withholding on certain cash-economy payments. We must acknowledge that 
withholding can impose significant burdens on the payor and in many instances is 
administratively unworkable. Thus, I am not advocating universal withholding. But we 
should at least consider the feasibility of the following: 

• Entering into voluntary withholding agreements under IRC § 3402(p)(3) with 
industries or trades that have established payor-payee mechanisms (e.g., travel 
agencies and travel agents, or hair salons and stylists). The IRS, on a case-by- 
case basis, could agree to provide a safe-harbor worker classification where the 
payor enters into a voluntary withholding agreement. 

• As proposed above, actively encouraging self-employed taxpayers to make 
monthly or even bi-weekly payments toward their estimated taxes through 
EFTPS. Where a self-employed taxpayer has been noncompliant for several 
years running, the IRS could require that taxpayer to make these deposits and 
could monitor compliance with this requirement closely so as to intervene if the 
taxpayer misses a required payment. If the taxpayer consistently fails to make 
required payments, the IRS could impose a back-up withholding requirement, as 
described below. 


indicating that taxpayers would not use credit cards to make estimated tax payments because credit card 
companies charge a convenience fee. Id. 

” Mortgage lenders often require borrowers to pay property taxes into escrow on a monthly basis to 
ensure that borrowers do not forget to make quarterly property tax payments or spend the funds 
elsewhere. 

“ Some mortgage companies offer programs that electronically deduct mortgage payments bi-weekly 
rather than monthly. 
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• Amending IRC § 3406 to require a form of “backup withholding” by the payor in 
cases where a taxpayer-payee has a demonstrated history of noncompliance 
with the tax laws. 

For over thirty years in the United Kingdom, contractors in the construction industry 
have been required to withhold on payments to independent contractors unless Her 
Majesty’s Revenue and Customs (HMRC, formerly inland Revenue) declares the 
independent contractor to be exempt from withholding. Independent contractors can 
obtain exemption certificates from HMRC by demonstrating compliance. This approach 
has the advantage of making it in the contractor’s best interest to employ compliant 
subcontractors, since most contractors want to minimize their paperwork burden and 
avoid withholding requirements. 

In the National Taxpayer Advocate’s 2005 Annual Report to Congress, I recommended 
that Congress authorize the Secretary to exempt payors from back-up withholding on 
payments to taxpayers (independent contractors) who present payors with a valid IRS 
“Compliance Certificate.” A taxpayer would be eligible for a Compliance Certificate if he 
or she has been in compliance with prior filing and payment obligations. If the taxpayer 
has been noncompliant, the IRS would still Issue a Compliance Certificate if, for 
example, the taxpayer makes arrangements to satisfy past obligations and schedules a 
year’s worth of estimated tax payments through EFTPS. 

The Compliance Certificate could serve as the mechanism for market-driven 
compliance. When an independent contractor presents a service-recipient with a valid 
Compliance Certificate, the service-recipient would know there is no risk of backup 
withholding on payments to that independent contractor. On the other hand, when an 
independent contractor does not have a valid Compliance Certificate, the service- 
recipient immediately would know that backup withholding on payments to this 
independent contractor is possible, if not likely. Moreover, if the service-recipient 
operates in an industry or industry segment where the IRS has determined that a 
significant number of substantially noncompliant independent contractors are operating, 
backup withholding could be mandatory on payments to independent contractors who 
do not present a valid Compliance Certificate. 

Under this recommendation, market forces would act to oblige independent contractors 
to operate among the ranks of the tax compliant. The easiest way for a payor to avoid a 
backup withholding situation would be to hire only independent contractors that present 
a valid Compliance Certificate. It follows that independent contractors who want to work 
would obtain Compliance Certificates. And in order to obtain a Compliance Certificate, 
an independent contractor would have to be tax compliant. Thus, tax compliance would 
become a condition of conducting business. 

VII. Regulation of Unenrolled Return Preparers Would Reduce Noncompliance 
in the Cash Economy 

The majority of individual taxpayers today use the services of paid tax-return 
practitioners to prepare and file their individual tax returns, as do most business 
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taxpayers. Attorneys, certified public accountants, and enrolled agents are all licensed 
by state or federal authorities, and their right to practice before the IRS is subject to 
revocation in the event of wrongdoing.'® Yet there is virtually no federal oversight over 
“unenrolled” return preparers, who constitute the majority of tax return preparers today. 

The IRS does not know how many unenrolled return preparers are actively preparing 
returns for a fee in the United States. Nor does it know what qualifications and 
education these preparers possess to prepare returns. While the IRS has a number of 
initiatives that address the perpetration of criminal schemes by tax preparers, it only 
conducts a small number of preparer negligence investigations and it collects even 
fewer dollars in the rare instances that it assesses a preparer negligence penalty.’® 

Given the role that preparers play in guiding taxpayers through our complex tax laws, it 
is incumbent on the IRS to register and identify unenrolled return preparers and to 
administer a basic examination that ensures that persons who prepare returns for a fee 
have a basic level of competency. The test should contain an ethics component, so that 
preparers understand the ethical (as well as legal) obligation to accurately report 
income and expenditures. Moreover, an ongoing education requirement would ensure 
that preparers are current on tax law changes and learn from the most common 
mistakes. For example, the most common type of underreporting by taxpayers filing 
Schedules C (Profit or Loss from Business (Sole Proprietorship)) relates to understated 
gross receipts or overstated cost of goods sold. With respect to the latter issue, 
inventory accounting rules are very complex. Unenrolled preparers may not be aware 
of these complex provisions and thus carry errors forward from one year to the next. 

VIII. To Effectively Address the Cash Economy Tax Gap, the IRS Should Initiate 
a Locai Compliance Strategy and Utilize Local and State Data 

Because lax compliance trends and norms are frequently local, it will be difficult for the 
IRS to develop successful initiatives without local feedback about how its strategies are 
affecting taxpayers in a given community. The IRS needs such information so that it 
can adjust its strategy to effectively address local compliance issues. The IRS 
previously recognized the importance of a local response when if created local 
Compliance Planning Councils in the mid-1990s and gave them the authority to allocate 
local compliance resources and research.’^ 

If the IRS could focus its enforcement and educational efforts on a particular local 
market, it might be able to change norms of behavior within that market. A local 
planning organization could work to identify local compliance challenges, direct the 


Circular 230, § 10.50(a). 

General Accounting Office, GAO-04-70, Tax Administration: Most Taxpayers Believe They Benefit 
From Paid Preparers, But Oversight for IRS Is A Challenge 16 (October 2003). 

” See General Accounting Office, GAO/GGD-96-109, Tax Research: IRS Has Made Progress but Major 
Challenges Remain 30 (June 1996); Internal Revenue Co-vice, District Office of Research and Analysis 
(DORA), Phase I Training Material: IV. Framework; NORA, DORA rotes, 8, 
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IRS’s local response, and measure its effectiveness, A national cash economy program 
office could replicate successful local strategies nationwide. 

Moreover, the IRS should use more of the information available from state and local 
governments, Forms 8300 (Report of Cash Payments Over $10,000 Received In a 
Trade or Business), and its audit selection tools to audit taxpayers who are operating in 
the cash economy and underreporting their income. Although the IRS has access to 
state and local tax information, reporting on large cash transactions, and computer- 
based tools to identify underreporting, it used very few of these resources in FY 2005.^® 

Many states and localities impose business license taxes or require different classes of 
licenses, which are sometimes based on gross receipts,'® The IRS should consider 
seeking access to business license tax filings and comparing gross receipts, as 
reported on those filings, with gross income reported on the taxpayer's federal income 
tax return. This comparison could help the IRS identify businesses that may be 
underreporting their income. 

IX. The IRS Needs to Conduct More and Better Research to Identify the Best 
Approaches to Reducing the Cash Economy Tax Gap and Understanding 
the Causes of Noncompliance 

The IRS needs research to show the most effective use of its resources after taking into 
account the direct and indirect effects of its activities on tax revenues.^® In most cases, 
the indirect effects are probably greater than the direct effects. Assume, for example, 
that the IRS increases the rate at which it audits a cash-based industry like construction 
and conducts the audits effectively so that it discovers all unreported income. The 
indirect revenue gains resulting from these audits would probably exceed the direct 
gains by a large margin as word spreads throughout the industry that cash income is 
actually subject to tax and each industry participant realizes that the IRS is examining 
taxpayers just like him or her. IRS researchers have estimated that the indirect effect of 
an average examination on voluntary compliance is between six and 12 times the 
amount of the proposed adjustment,^' 


In FY 2005, the IRS considered 1,092 state information items for examination potential, reviewed 2,366 
Forms 8300, and closed 15,873 examinations of non-EITC taxpayers filing Schedules C selected using its 
Unreported Income Discriminant Function (UI-DIF). 

See, e.g., Fairfax County Code §§ 4-7.2-1 through 4-7 2-36 (2005) (imposing a Business, Professional 
and Occupational License (BPOL) tax based on gross receipts). See also 18 VAC 50-22-10 (2005) 
through 1 8 VAC 50-22-270 (2005), available at httD://www.state.va.us/dDor/Contractors%20Web,Ddf 
(requiring contractors to obtain different contractor license classes based on the value of the contractors' 
jobs). 

“ See generally Government Accountability Office, GAO-05-753, Tax Compliance: Better Compliance 
Data and Long-term Goals Would Support a More Strategic IRS Approach to Reducing the Tax Gap (July 
2005), 

Alan H. Plumley, Pub. 1916, The Determinants of Individual Income Tax Compliance: Estimating The 
Impacts of Tax Policy, Enforcement, and IRS Responsiveness 35-36 (Oct. 1996); Jeffrey A. Dubin, 
Michael J. Graetz & Louis L. Wilde, The Effect of Audit Rates on the Federal Individual Income Tax 
1977-1986, 43 Nat. Tax J, 395, 396, 405 (1990). 
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However, not all audits have the same effect on compliance. A dollar spent auditing 
cash economy industries with high rates of noncompliance may have a very different 
effect than a dollar spent auditing corporate tax shelters. A dollar spent on an 
ineffective audit may actually have a negative effect on compliance if it teaches 
taxpayers that they will not be caught even if audited. On the other hand, a dollar spent 
on making it easier for taxpayers to comply with their tax obligations, for example by 
revising forms, improving EFTPS, and answering tax law questions, has a positive 
indirect effect on compliance.^^ The IRS does not have current research to show where 
its next dollar is best spent. More generally, we do not even know whether the next 
dollar is better spent on enforcement or on taxpayer service.^^ Thus, in the absence of 
better research, the IRS cannot make fully informed resource-allocation decisions.^"* 

It is important to keep in mind that taxpayers are compliant or noncompliant for different 
reasons, and a comprehensive approach to reducing the tax gap must recognize these 
differences.^® Because unreported income from the cash economy is so difficult and 
costly for the IRS to detect and deter through traditional enforcement methods, the 
indirect effect of the IRS’s activities is even more important in fostering compliance 
among cash-economy participants than for the general population. Thus, research in 
this area is very important. 

X. While Increasing Its Efforts to Reduce the Tax Gap, the IRS Must Not 
Decrease Those Services that Enable the Vast Majority of Taxpayers to 
Comply with the Tax Laws 

As the IRS develops initiatives to narrow the tax gap, it should place priority emphasis 
on providing sufficient assistance, outreach, and education to those taxpayers who are 
currently compliant or who are trying to comply so that they do not become 


^ In 1996, IRS researchers estimated that every dollar the IRS spent on return preparation generated 
$396 of additional tax revenue. See Alan H. Plumley, Pub. 1916, The Determinants of Individual Income 
Tax Compliance: Estimating The Impacts of Tax Policy, Enforcement, and IRS Responsiveness 41 (Oct. 
1996). 

” Fora more detailed discussion, see National Taxpayer Advocate 2004 Annual Report to Congress 211- 
225 (Most Serious Problem: IRS Examination Strategy): Statement of Nina E. Olson, National Taxpayer 
Advocate, before the United States Senate Committee on Finance on The Tax Gap (Apr. 14, 2005); 
Statement of Nina E. Olson, National Taxpayer Advocate, before the United States Senate Appropriations 
Subcommittee on Transportation, Treasury, The Judiciary, Housing And Urban Development, and 
Related Agencies (Apr. 7, 2005); see also Government Accountability Office, GAO-05-753, Tax 
Compliance: Better Compliance Data and Long-term Goals Would Support a More Strategic IRS 
Approach to Reducing the Tax Gap (July 2005); Treasury Inspector General for Tax Administration, Ref. 
No. 2005-10-1 59, A Better Model Is Needed to Project the Return on Additional Investments in Tax 
Enforcement (Sept, 2005). 

The Government Accountability Office has also recommended that the IRS obtain more and better 
research regarding the reasons that taxpayers fail to comply with the law. See, e g., Government 
Accountability Office, GAO-06-208T, Tax Gap: Multiple Strategies, Better Compliance Data, and Long- 
term Goals Are Needed to Improve Taxpayer Compliance (Oct. 26, 2005). 

For a discussion of the categories of taxpayer noncompliance, see Leslie Book, The Poor and Tax 
Compliance: One Size Does Not Fit All, 51 U. Kan. L. Rev, 1145 (2003). 
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noncompliant. It should target its formidable enforcement powers at those few 
taxpayers who will not othenwise comply with the tax laws. If this integrated, two- 
pronged approach is to succeed, the IRS must fully recognize the central role taxpayer 
service plays in achieving compliance and do more to study the optimal ways to deliver 
taxpayer service and the magnitude of the impact. 

In discussing the tax gap, we need to be careful that we don’t ignore the needs of the 
vast majority of taxpayers. Taxpayer service plays an important role with respect to the 
self-employed taxpayer, who may not be able to afford professional tax advice and 
looks to the IRS for direction. Today, many tax law questions pertaining to self- 
employed individuals (e.g., self-employed health insurance deduction, depreciation, 
depreciation recapture on the gain (loss) from the sale or other disposition of business 
property, net operating losses, and retirement plans) are deemed out-of-scope for IRS 
employees. If the questions are too complex for IRS employees to answer, then they 
are likely to be too complex for the small business person. This complexity engenders 
ill-will toward the IRS and a willingness to fudge. After all, the IRS wasn’t there to 
answer the question. 

Thus, in addition to asking ourselves, “How can we reduce the tax gap?," we should 
ask, “How can we increase voluntary compliance?" This latter question will lessen the 
tax gap and has the added benefit of focusing on the long-term behavior of taxpayers. 
Moreover, it makes the IRS analyze programs from the taxpayer's perspective rather 
than solely from the agency’s point of view. Establishing goals for the IRS based on 
these two questions will ensure that the IRS focuses its activities on the full panoply of 
taxpayer needs. These goals will require the IRS to design its programs by looking at 
the underlying causes of noncompliance and applying the appropriate “touch” - 
education, assistance, procedural change, or enforcement - to bring about maximum 
compliance with the tax laws. 
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Exhibit A Cash Economy - Administrative Recommendations 


Recommendation 

Summary 

Reason 

1 

Expand use 
of EFTPS 

Send seif-employed 
taxpayers a letter to 
remind them when 
estimated tax 
payments are due and 
offer the option of 
paying electronically, 
by phone or via 
automatic monthly (or 
biweekly) withdrawals 
from the taxpayer’s 
bank account free of 
charge. 

Self employed taxpayers who want to comply 
with their estimated tax payment obligations 
sometimes fail because they have difficulty 
estimating income, remembering oddly 
spaced payment dates (April 15, June 15, 
September 15 and January 15), and saving 
enough money each quarter. When they fail 
to pay enough estimated taxes, they are 
more likely to understate their liability. 

2 

Revise Form 
1040, 

Schedule C 

Include separate lines 
showing (1) the amount 
of income reported on 
Forms 1099 and (2) 
other income not 
reported on Forms 

1099. 

This revision would encourage taxpayers to 
report income even if it is not subject to 
information reporting. Taxpayers are more 
likely to report income that is reported to the 
IRS by third parties on information returns, 
such as Forms 1099. Some taxpayers 
appear to believe that income not reported on 
information returns is not subject to tax or at 
least that the IRS will not notice if they do not 
report it. Separating out gross receipts on the 
income tax form as we propose would likely 
improve compliance by emphasizing to 
taxpayers that income not reported on 
information returns is still subject to tax. It 
may also suggest to them that the IRS will 
notice if they do not report any other income. 
Another benefit of such a revision is that it 
would allow the IRS to match the income 
reported on Schedule C with income reported 
on Forms 1099 more easily. 

3 

Revise 
business 
income tax 
return forms 

Include two questions: 
(1) Did you make any 
payments over $600 in 
the aggregate during 
the year to any 
unincorporated trade or 
business? (2) If yes, 
did you file all required 
Forms 1099? 

These two questions would encourage 
taxpayers to comply with information 
reporting requirements. They would also 
suggest to taxpayers that the IRS is looking 
at information reporting compliance and that 
there is additional risk to avoiding the 
information reporting requirements by paying 
contractors "under the table." Payments 
reported to the IRS on information returns are 
much more likely to be reported on the 
payee's income tax return. Thus, increased 
information reporting compliance would 
cause contractors (payees) to report more of 
their income. 
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1 Recommendation 

Summary 

Reason 

4 

Implement 

more 

voluntary 

withholding 

agreements 

Encourage taxpayers 
to enter into voluntary 
withholding 
agreements by 
agreeing not to 
challenge the 
classification of 
workers who are a 
party to such an 
agreement. (Statutory 
authority exists under 
IRC § 3402(p){3), but 
the IRS may need to 
work with the Treasury 
Department to issue 
regulations before it 
can use its authority 
and may prefer 
additional legislative 
authority.) 

Research shows that taxpayers are most 
compliant in paying taxes on income subject 
to withholding. Unlike payments to 
employees, payments to independent 
contractors are generally not subject to 
withholding. Businesses sometimes have 
difficulty determining whether service 
providers should be classified as employees 
or independent contractors and the IRS often 
challenges such determinations. These 
agreements could reduce both 
underreporting by payees and the 
controversy associated with worker 
classification. 

5 

Institute 
backup 
withholding 
more quickly 

Require mandatory 
backup withholding to 
begin more quickly 
when taxpayers 
provide an invalid TIN 
to the payor. 

By the time a payor receives a backup 
withholding notice from the IRS, the payee 
(service provider) may no longer be receiving 
payments from the service recipient. Thus, 
the IRS has lost the opportunity for backup 
withholding. For additional information see 
National Taxpayer Advocate 2005 Annual 
Report to Congress 238-248 (MSP: Limited 
Scope of Backup Withholding Program). 

6 

Use more 

available 

information 

Use more of the 
information available 
from state and local 
governments as well as 
information from Forms 
8300 (Report of Cash 
Payments Over 
$10,000 Received in a 
Trade or Business) 
when selecting returns 
for audit and when 
auditing them. 

The IRS currently uses information from 

Forms 8300 to identify returns that may have 
unreported income. It also receives and uses 
state income tax audit reports as well as 
sales tax records, which a cross-functional 
team has concluded could be used more 
consistently and effectively. States and 
localities also impose business license taxes 
or require different classes of licenses, which 
are sometimes based on gross receipts. 

Such information may be useful in detecting 
unreported income. Local property taxes are 
also based on the value of real and personal 
property. Taxpayers whose property holdings 
are disproportionately large in comparison to 
the income reported on their federal income 
tax returns may be underreporting their 
income. The IRS could combine all of this 
information, perhaps in conjunction with the 
UI-DIF (or to improve it), for selecting returns 
for audit and auditing them. 
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1 Recommendation 

Summary 

Reason 

7 

Establish 

local 

compliance 

planning 

organizations 

A local planning 
organization could 
work to identify local 
compliance challenges, 
direct the IRS's local 
response, and 
measure its 
effectiveness. 

Because tax compliance trends and norms 
are frequently local, it will be difficult for the 

IRS to effectively address them without local 
feedback about how its strategies are 
affecting taxpayers in a given community. 

The IRS needs such information and 
feedback so that it can adjust its strategy to 
effectively address local compliance issues. 

If noncompliance is so commonplace in a 
local market that the price of a good or 
service does not reflect tax compliance costs, 
suppliers may be unable to both pay their 
taxes and compete. However, if the IRS 
could motivate a critical number of 
businesses in a given market to report their 
income, then the market price for their goods 
or services would increase so that 
businesses could both compete and pay their 
taxes. As the IRS's activity starts to affect 
market prices, research suggests it could 
produce a dramatic increase in voluntary 
compliance in the local cash economy as it 
changes local norms. A national cash 
economy program office could replicate 
successful local strategies nationwide. 
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1 Recommendation 

Summary 

Reason 

8 

Create a cash 
economy 
program 
office 

The cash economy 
program office would 
coordinate research, 
outreach, and 
compliance efforts 
aimed at improving 
income reporting 
compliance among 
cash economy 
participants, as the 

EITC program office 
has done with respect 
to EITC compliance. 

The EITC Program Office coordinates EITC 
related activities, measures the results of its 
initiatives and takes responsibility for 
ensuring that the program works as intended, 
even though it relies on many other parts of 
the IRS to achieve its goals. As with EITC 
initiatives, responsibility for initiatives that 
may improve income reporting by cash 
economy participants is dispersed throughout 
the IRS. Nobody at the IRS with the authority 
to coordinate research, outreach, and 
compliance efforts takes primary 
responsibility for reducing underreporting 
among cash-economy participants. As a 
result, the IRS is not as effective as it could 
be in Improving compliance among cash- 
economy participants. For example, a cash- 
economy program office could work with IRS 
Research to measure the impact of initiatives 
to reduce underreporting by cash-economy 
participants. TIGTA and GAO generally 
agree that such measures would help the IRS 
to reduce the tax gap. A cash-economy 
program office could also be justified on the 
basis that the EITC has a program office and 
the amount of the tax gap attributable to 
cash-economy participants dwarfs the 
amount of the tax gap attributable to EITC 
claimants. 

9 

Educate cash 

economy 

participants 

Educate cash economy 
participants about the 
benefits of reporting 
their income and study 
the effect of such 
efforts to determine 
whether they are cost 
effective. 

In addition to the satisfaction of obeying the 
law and avoiding potential civil and criminal 
penalties and interest charges, such benefits 
may include, for example, an increase in 
retirement benefits; disability benefits; 
survivors benefits; Medicare benefits; access 
to credit; earned income tax credits; and the 
ability to gain admission to the U.S. or a visa- 
status adjustment for family members or 
employees The IRS could test this concept 
by educating taxpayers through outreach and 
various media targeting cash-economy 
participants in communities where 
compliance is low and such benefits are not 
well known. Researchers have suggested 
that publicity about such benefits, when 
combined with other enforcement initiatives, 
may significantly improve reporting 
compliance in a given community. 
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1 Recommendation 

Summary 

Reason 

10 

Obtain more 
and better 
research 

Sponsor research to 
identify the most 
effective use of IRS 
resources after taking 
into account the direct 
and indirect effects of 
IRS activities on fax 
revenue. 

IRS researchers have previously estimated 
that the indirect effect of an average 
examination on voluntary compliance is 
between six and 12 times the amount of the 
proposed adjustment. However, not all audits 
have the same effect on compliance. A dollar 
spent auditing cash economy industries with 
high rates of noncompliance may have a very 
different effect than a dollar spent auditing 
corporate tax shelters. On the other hand, a 
dollar spent on making it easier for taxpayers 
to comply with their tax obligations, for 
example by revising forms, improving EFTPS, 
and answering tax law questions, has a 
positive indirect effect on compliance. The 

IRS does not have current research to show 
where the next dollar is best spent. We do 
not even know whether the next dollar is 
better spent on enforcement or taxpayer 
service. Thus, in the absence of better 
research, the IRS cannot make fully informed 
resource-allocation decisions. 
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Exhibit B Cash Economy - Legislative Recommendations 


1 Recommendation 

Summary 

Reason 

1 

Amend 

IRC § 3406 to 
encourage 
compliance in 
certain cash- 
economy 
transactions 

Amend IRC § 3406 to 
create a three-pronged 
reporting and payment 
system that 
encourages 
compliance by: 

■ Instituting backup 
withholding on 
payments to 
taxpayers who have 
demonstrated 
“substantial 
noncompliance"; 

• Releasing backup 
withholding on 
payments to 
taxpayers who 
become 
“substantially 
compliant" and who 
agree to schedule 
and make future 
payments through 
the Electronic Funds 

T ransfer Payment 
System (EFTPS); 

• Providing that 
payors will not be 
required to institute 
backup withholding 
on taxpayers who 
present payors with 
a valid IRS 
“Compliance 
Certificate". 

Current withholding and information-reporting 
provisions do not adequately capture income 
from transactions in the cash economy. 
Unreported payments include: 

• Deliberate “under the table” cash 
payments. 

• Payments that are reported with an 
invalid TIN or payee/TIN mismatch. 

■ Payments subject to information reporting 
that are not reported. 

Withholding is not required on payments to 
non-employees, and skirting information 
reporting requirements for payments to 
independent contractors is easy and relatively 
painless. 

Payors wishing to comply with their 
information-reporting obligations may be 
reporting payments to independent 
contractors who have supplied invalid TINs. 
Under existing provisions, these payors may 
not know that a payee’s TIN is invalid until 
several payments have been made. 
Furthermore, the motivation to comply with 
current Forms 1099-MISC and W-9 
requirements is not particularly compelling. 

The toll charge for a missing or incorrect 

Form 1099-MISC or W-9 is $50. 

2 

Amend 

IRC § 6302(h) 
to require IRS 
to promote 
estimated tax 
payments 
through 

EFTPS. 

Amend IRC § 6302(h) 
to require IRS to 
promote estimated tax 
payments through 
EFTPS and establish a 
goal of collecting at 
least 75 percent of all 
estimated tax payment 
dollars through EFTPS 
by FY 2012. 

Current law requires IRS to use EFTPS to 
collect at least 94 percent of depository taxes. 

In contrast, the IRS received less than one 
percent of all estimated tax payments through 
EFTPS in tax year 2004. 

Making estimated tax payments can be 
cumbersome, particularly for self-employed 
taxpayers. EFTPS has the potential to 
alleviate some estimated tax problems 
because it is convenient and relatively easy 
to use. Moreover, taxpayers can use EFTPS 
to schedule automatic estimated payments. 1 
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1 Recommendation 

Summary 

Reason 

3 

Amend IRC 

§ 3402(p)(3) 

to specifically 

authorize 

voluntary 

withholding 

between 

independent 

contractors 

and service- 

recipients. 

Amend IRC 
§3402(p){3)to 
specifically authorize 
voluntary withholding 
between independent 
contactors and service- 
recipients (as defined 
in IRC § 6041 A(a)(1)), 
and to specify that 
independent 
contractors who enter 
into voluntary 
withholding 

agreements with payor 
service recipients will 
be treated as 
employees only to the 
extent specified in the 
agreements, and allow 
such independent 
contractors to continue 
to deduct ordinary and 
necessary business 
expenses under IRC 
§ 162(a). 

Some independent contractors may wish to 
enter into withholding agreements with their 
payors. It is currently unclear, however, 
whether statutory authority exists to enter into 
such agreements. IRC § 3402(p)(3) is silent 
on voluntary withholding agreements in the 
independent contractor/payor context. 

Section 3402(p)(3) is the only section under 
which a voluntary withholding agreement 
between a payor and an independent 
contractor would be permitted. 

4 

Amend IRC § 
6041A to 
require third- 
party 

information 
reporting for 
applicable 
payments to 
corporations. 

Amend IRC § 6041A to 
require third-party 
information reporting 
for applicable 
payments to 
corporations, as 
defined in 

IRC § 7701 (2)(3) 
(including corporations 
electing to be taxed 
under subchapter S of 
the Internal Revenue 
Code), with 50 or fewer 
shareholders. 

Taxpayers report 96 percent of income from 
transactions subject to information reporting. 
The percentage of reported income 
decreases significantly, however, when 
transactions are not subject to information 
reporting. Under current law, an individual 
taxpayer can escape Form 1099-MISC 
information-reporting by incorporating. A 
taxpayer attempting to avoid 1099-MISC 
reporting need only include in its business 
name an indication that it is doing business 
as a corporation in order to release the 
service-recipient from the IRC § 6041A 
reporting requirements. 

For Form 1099-MISC information-reporting 
purposes, there should be no distinction 
between taxpayers who are incorporated and 
those who are not. 
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Exhibit C Requiring Brokers to T rack and Report Cost Basis - Legislative 
Recommendation 


Recommendation 

Summary 

Reason 

Amend 

IRC § 6045(a) to 
authorize the 
Secretary of the 
Treasury to require 
brokers to track 
and report cost 
basis in connection 
with the sale of 
mutual funds and 
stocks. 

Amend IRC § 6045(a) 
to authorize the 
Secretary of the 

Treasury to prescribe 
regulations that require 
brokers to report 
information not only 
regarding gross 
proceeds but also 
regarding adjusted 
basis in connection 
with the sale of mutual 
funds and stocks. To 
facilitate accurate basis 
reporting, financial 
institutions that hold 
mutual funds or stocks 
for customers should, 
when a customer 
transfers assets to a 
successor financial 
institution, be required 
to provide the 
customer’s adjusted 
basis in the transferred 
mutual fund and stock 
holdings to the 
successor financial 
institution. 

When transactions are subject to information 
reporting to the government, tax compliance 
is generally very high - well over 90 percent. 
The opportunity for noncompliance upon sale 
of mutual funds or stocks is considerable 
under current law, because the taxpayer’s 
basis is not reported to the government. 

This proposal also helps taxpayers (and that 
was our primary reason for proposing it.) 
Today, more Americans own stocks or mutual 
funds than ever before. Most mutual fund 
investors elect to have their dividend and 
capital gain distributions automatically 
reinvested in their funds, causing their 
aggregate adjusted bases to change upon 
each such reinvestment. Many mutual fund 
companies assist their investors by keeping 
track of adjusted basis, but some do not. With 
regard to stock investors, most brokers keep 
track of purchases their customers make, but 
they do not necessarily update their'basis 
records to reflect stock splits, spin-offs, and 
other corporate restructurings. While 
taxpayers are properly required to keep 
adequate records to substantiate their tax 
reporting, the reality is that some investors 
hold stocks or mutual funds for decades, and 
it is simply not realistic to expect that all 
taxpayers will keep perfect records for long 
periods of time. 




264 


Chairman Gregg. Thank you very much. I appreciate that state- 
ment. 

A lot of what you talked about, of course, is not within the juris- 
diction of this Committee but just pursuing some of it just for my 
own edification and because it is part of the process of resolving 
this, you are basically saying that we could do some minimal 
things in the area of reporting — well, not minimal but some things 
in the area of reporting which are doable — let us put it that way 
rather than minimal — such as requiring — I like this idea of basis 
being reported prospectively. 

The Commissioner talked about having credit cards reported. Is 
that included? 

Ms. Olson. That is not in our report, although I do not particu- 
larly have any objections to that myself 

Chairman Gregg. Would that accomplish some of the goals? 

Ms. Olson. I think it would. I think that the $11 Wllion that 
shows up in this new tax gap estimate for capital gains is about 
double what the IRS originally estimated the last time they esti- 
mated it, and is more than the tax gap attributable to the Earned 
Income Tax Credit which we throw a lot of resources at. 

So I think that $11 billion dollars is really interesting in terms 
of where you might want to pay attention. 

I think the unreporting of — the not reporting payments to small 
corporations — our recommendation was corporations with 50 or 
fewer shareholders — goes to a trend I am seeing where Schedule C 
sole proprietor taxpayers are converting to the corporate format for 
legitimate non-tax reasons, limited liability, those sorts of concerns. 
And S Corporations and small corporations are the forum of choice. 
And they are really operating as independent contractors but in the 
corporate format. 

So we are losing a lot of information there that we could just 
very simply and inexpensively document match to see whether 
those payments are showing up on the S Corporation’s gross re- 
ceipts. 

I think that is where is some real money is. And again, when 
people think we are going to get that information they report it. It 
makes them nervous. And as I have often said, I like a society of 
nervous taxpayers because that changes their behavior. 

Chairman Gregg. On that theme of making people nervous, if 
we were to take $137 million the Administration has asked for and 
doubled it as an available resource for the purposes of enforcement, 
do you think that would make enough people nervous so we would 
generate significantly more revenues? 

Ms. Olson. The one concern I have about that is that the IRS 
has done a lot of hiring in the last couple of years because of 
Congress’s support for building the enforcement side. And when 
you have a lot of new trainees you have problems with the kind 
of audits that you are able to give them to work on. 

And so although you might not max out on the IRS’s ability if 
it had fully trained auditors, that many auditors or that many col- 
lection people, they will not be fully trained over a period of time. 
You might max out on what kind of work we can actually give 
them in a particular area. 
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Chairman Gregg. But you have to start training them some 
time. You are never going to get to the point of being able to do 
a complex tax shelter deal unless you put people in the pipeline so 
that four or 5 years from now can do it. 

Ms. Olson. I believe that what we need to have is over a period 
of years this hiring initiative so that each year we are bringing on 
more people and hieing adequately able to train them and having 
them at various levels. 

Chairman Gregg. Does the IRS need some sort of differential in 
pay, such as we did with the FBI, in order to get talented people 
into the technology area? 

Ms. Olson. That is a very interesting comment. I think that is 
very true. I think that my biggest concern right now — it is not my 
biggest concern but a great concern I have is on the business sys- 
tems modernization. I believe that we really do need to support 
that initiative. 

So many times in the cases that my office gets, and our cases are 
increasing. They increased 17 percent last year on and year-to-date 
they are increasing 11 percent, taxpayers that are having signifi- 
cant hardships in their dealings with the IRS. 

When we go out to the IRS and ask, can we fix this problem, so 
many times the answer is we cannot fix it systemically because of 
our systems. And so there is a real taxpayer service and problem- 
generating aspect to our systems, that they are just so far behind 
where they need to be. They create work and they create problems 
for the IRS. And our employees are spending time on those prob- 
lems that are being generated just by our systems and not by en- 
forcement actions. 

Chairman Gregg. Senator Conrad. 

Senator Conrad. Thank you, Mr. Chairman. And thank you for 
being here as a witness. It is important to the work of the Com- 
mittee and the work of the Congress. 

Let me just say what we have heard there this morning is the 
gross tax gap is roughly $350 billion a year. I believe that that is 
probably a conservative estimate based on the analysis that we 
have done. 

And we have heard from the Commissioner that he believes he 
could collect an additional $50 billion to $100 billion a year if we 
took the appropriate steps. And he focused on reporting and with- 
holding. 

You have indicated today that in your analysis of where there is 
under-reporting taxes to the Revenue Service that in those areas 
where there is withholding there is almost 100 percent compliance. 
In those areas where there is reporting there is almost 96 percent 
compliance. But where there is not reporting, where there is not 
transparency, compliance falls to perhaps 50 percent. 

Interestingly enough, I was talking to a major Wall Street firm 
with significant research capabilities. They had almost the iden- 
tical estimate that they gave to me some months ago in a conversa- 
tion I had. That where there is not reporting they believe, from ob- 
serving the other side of transactions, that compliance is way off. 

So if we were to engage in more transparency — ^because after all 
the vast majority of people, as your testimony indicated, the vast 
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majority of people do have those requirements. Is not that the 
case? 

Ms. Olson. Right. That is correct. 

Senator Conrad. What percentage of the people have reporting 
requirements now? What percentage of taxpayers? Has your work 
revealed what that would look like? 

Ms. Olson. Commissioner Everson said this morning that we get 
235 million W-2s and there are 150 million employees. We get 
about 130 million individual returns a year. I do not have the an- 
swer to your questions exactly but we can go back and ask IRS to 
comment. 

Senator Conrad. Let me just say in business school we always 
talked about the 80/20 rule: 80 percent of your problem is with 20 
percent of your clientele. If that rule applies here, and there are 
many variants on it, maybe it is 85/15. But the point is a fraction 
of your clientele — or in this case taxpayers — is the bulk of your 
problem. 

Do you believe that is the case here? 

Ms. Olson. I think that is. And then I think that within that 
fraction there are many different reasons why they are noncompli- 
ant. We have spent a lot of time over the past 3 years focusing on 
the cash economy and the problems of self-employed individuals. I 
prepared returns for a living for 27 years and was a tax lawyer 
representing taxpayers in controversies. So I did not do the plan- 
ning side. I got them when they had problems already and tried 
to get them out. 

And so much of the time the non-reporting, the underreporting, 
was not because they did not want to be compliant. It was because 
they just could not save or because their neighbor was also cheat- 
ing and they felt that they cannot compete, they have to get away 
with that kind of cheating. 

And that has really led me to thinking about how do you change 
norms of behavior? And that goes to long-term compliance. This is 
the issue Senator Grassley was concerned about, that you get one 
fix 1 year. How do you convert people from noncompliant people to 
compliant taxpayers? 

Senator Conrad. Let me just tell you when I was Tax Commis- 
sioner I had a program that I declared a period in which people 
could come in who had been tax cheating and I would suspend pen- 
alties. I would charge them interest but I would suspend penalties. 
It was amazing what we got. 

I remember one man had not paid any income taxes to our State 
since the Korean War. I had one man come in who was a priest. 
He had not paid taxes in 22 years. He came in and he cried. He 
said you know, this has bothered me every year around filing time. 
He said I have been so anxious about getting caught. I have been 
so upset. And he said I did not do it for a few years and then it 
kind of got to be a habit. And then I was afraid if I would report 
what the penalties would be and it would swamp me financially. 

I know there is a real resistance to declaring that kind of thing. 

But I must say I told him I made a deal with our legislature. You 
give me $1 million — in North Dakota that’s a lot of money — and I 
will give you a 10-to-one return. We got substantially in excess of 
that. 
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And we started it by indicating OK, we are going into a new re- 
gime here. This deal of paying your taxes every other year, which 
some people had in their heads, that is over. We are going to get 
you — ^you can come and, come clean, just pay the interest on what 
you owe and we will start fresh. But from now on there is not going 
to he any of this. 

And it was amazing the kind of response we had. 

And it was behavior changing. We had people who after that 
filed every year. It makes quite a difference when you have people 
who are not paying at all all of a sudden start to pay into the sys- 
tem like the vast majority of people do. 

Ms. Olson. Congress has authorized a program called the Offer 
in Compromise Program. And how it is administered is that tax- 
payers can come in and say if they have a tax debt that they can- 
not afford to pay the full amount of the tax, the penalties, and the 
interest. And the penalties and interest are often more than the 
tax after a period of years. We have 10 years to collect. 

And we look at what, on the basis of their financial condition, 
they can afford to pay. We say you have to pay that. 

Part of the deal though, because it is a deal, is that they have 
to agree to be a complaint for 5 years with all tax laws. And if they 
violate that agreement then the debt in full is reinstated and we 
get to go forward with collection action. 

I have always thought that that was a very important program 
for people who just have things that go wrong or they make bad 
business decisions. You want to be careful in administering this 
program. But that promise to be compliant for 5 years means that 
if somebody really is compliant for 5 years, his behavior is really 
changed for the long-term. 

Now disturbingly, the number of offers that we have ten over the 
last few years has declined significently. I think that people are 
concerned about the way the IRS is administering this program. 
And I have tried to say to the IRS this is an important program. 
It turns people who are noncompliant into compliant. And it does 
not undermine your other enforcement initiatives. They are actu- 
ally mutually strong messages. 

Senator Conrad. That is a good point. 

I again want to very much thank the Chairman for holding this 
hearing. I want to thank the witnesses that we have had here 
today. 

I think there is a growing level of information that supports the 
notion. This really is an area that needs to be addressed, that we 
could make meaningful progress at closing the budget deficit by ag- 
gressive approach on the tax gap, the difference between what is 
owed and what is being paid. 

At $350 billion a year, that just cannot be left unattended. 

Chairman Gregg. I thank the Senator for bringing this matter 
forward and being aggressive on it. And I know he is going to re- 
main aggressive on it, as I hope I can. And to the extent this Com- 
mittee can do something about it, we intend to. 

We also appreciate your testimony, Ms. Olson. I think your ap- 
proach is very common sense, which is good. I hope somebody at 
the IRS will listen to you and maybe you can track down Mr. 
Everson in the hallway here. 
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Ms. Olson. He is my boss. 

Chairman Gregg. Because I do think the ideas you are putting 
forward make a lot of sense, which is to make sure that we put in 
place the mechanisms for getting more reporting and, as a result, 
getting more compliance. 

So thank you. We appreciate your testimony. 

The Committee is adjourned. 

[Whereupon, at 11:48 a.m., the Committee was adjourned.] 

PREPARED STATEMENTS 
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Statement of Michael B. Enzi 

Senate Budget Committee Hearing: 
Understanding the Causes and Solutions to Addressing the 

Federal Tax Gap 
February 15, 2006 

l would like to thank Commissioner Everson for testifying today before the 
Senate Budget Committee. I would also like to thank David Walker, Comptroller 
General of the Government Accountability Office as well as Nina Olson from the 
National Taxpayer Advocate. I am very familiar with the National Taxpayer 
Advocate program and am pleased to say that we have an IRS Taxpayer 
Assistance Center in Cheyenne. I am looking forward to hearing your views on 
how we can address the giant problem of the tax gap. 

The Department of the Treasury believes that this gap between taxes voluntarily 
paid on time and total taxes owed is approximately $300 billion each year. This 
is equal to 15 percent of all taxes collected. In tax year 2001 this amount grew to 
$345 billion. Although the tax gap will probably never be zero, $345 billion is far 
too high. This is money that is legally owed to the government in order for 
Congress to properly fund important priorities such as giving our military the 
equipment they need and providing support to improve the education of our 
children. These uncollected taxes could also go towards paying down our deficit. 

The tax gap is also an issue of fairness. While a majority of Americans are 
following the law and paying their taxes in a timely manner, there are those who 
break the law and do not pay their allotted share of taxes. It is simply not fair to 
allow people to get away with tax evasion while hardworking Americans pick up 
their tax burden. 

One problem may be the difficulty many people have in filling out their tax forms. 
We have an incredibly and needlessly complicated tax code. Even the most 
honest and diligent taxpayer can make an innocent mistake. As a small 
businessman and an accountant, I am constantly amazed at just how complex 
our tax code is. We must start working on making our tax code far less 
complicated and much more rational. 

While 1 will continue to support efforts to reduce the tax burden for all Americans, 

I also believe that Congress and the IRS must work together to decrease the tax 
gap. 


To all our panelists, thank you again for taking the time to testify today. 
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Questions from Senator Domenici: 

1. What effect, if any, will adopting a biennial budget and appropriations process 
have on our tax revenues? 

Moving to a biennial budget and appropriations would not result in significant increases 
in tax revenues, but would lead to more effective planning and management of resources. 
The advantages are listed as follows: 

Advantages 

• Enables better planning for management of resources and performance. The IRS 
would be able to establish and implement two-year hiring plans, secure funding for 
annualization of hiring initiatives, and maximize recruitment processes and training 
plans for new hires. In effect, a consistent funding stream and stable hiring process 
for enforcement personnel could result in some increased revenues. 

• Improves ability to review programs’ base resources and performance in order to 
identify, plan, and implement efficiencies that would yield long-term savings that 
could be redirected into front-line enforcement. 

• Enhances ability to manage resources and ultimately result in less lapsed funds. 

• Potentially result in negotiation of lower priced contracts. 

• Secures funding for multi-year, critical projects (i.e. Philadelphia Consolidation, case 
processing and insolvency, ramp down of submission processing). 

• Reduces and/or eliminates impact on hiring and implementation of new initiatives 
that results from operating under a Continuing Resolution. 

2. What tax-related benefits do you foresee if Congress adopts a biennial budget? If 
Congress moves to a biennial budget, are there any special provisions or 
considerations we need to take into account relating to the Tax Code? 

We do not foresee any tax-related benefits or detriments if Congress were to adopt a 
biennial budget. We also do not believe there are any special provisions or 
considerations that would need to be taken into account relating to the tax code. 

3. Do you agree that there would likely be an increase in art and collectible sales if 
the capital gains tax rate were lowered for such sales? 

If the capital gains tax rate were lowered for gains from the sale of art and collectibles, it 
is likely that there would be some increase in reported sales of art and collectibles. 

4. What similar economic incentives do you think Congress should consider to raise 
revenue while encouraging economic activity? 

While the IRS does not offer policy recommendations, the Department of the Treasury 
believes that the most important action is to permanently extend the 15 percent rate on 
capital gains and dividends and the lower tax rates that were put in place by the 2001 and 
2003 tax reductions. 
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Treasury believes that lowering the taxes on capital encourages increased long-term 
investment. With additional capital, labor productivity and output rises. And with rising 
labor productivity the demand for labor increases, raising wages and living standards. 
This process of economic growth will automatically lead to higher revenues. 

5. Has this Administration ever considered correcting the tax code’s disparate 
treatment of investors in art and collectibles? 

The Administration has not proposed reducing the capital gains tax rate on gains from the 
sale of art and collectibles. The primary focus of the Administration’s proposals with 
respect to taxes on capital gains has been reducing the economic distortions associated 
with the double tax on corporate income by reducing the tax rates on dividends and 
capital gains. While the Administration has not made any proposals in this area, it would 
be willing to work with members of Congress on the issue of capital gains tax rates on 
gains from the sale of art and collectibles. 


Questions from Senator Mike Enzi: 

To combat the tax gap problem, the Administration offered a few legislative proposals in 
the Fiscal Year 2007 budget. One of the proposals includes requiring debit and credit 
card issuers to report to the IRS gross reimbursements paid to certain businesses. I have 
a few questions relating to this idea: 

1. What was the genesis of the proposal? Was this idea vetted with Congress or 
any stakeholders prior to the budget rollout? 

The genesis of the proposal was a combination of findings from the IRS’ recent 
National Research Program (NRP) study and our experience that third-party reporting 
positively impacts reporting compliance. From our analysis of the NRP data for Tax 
Year 2001, we estimate that underreporting (as opposed to nonfiling and 
underpayment) constitutes nearly 82 percent of the $345 billion annual gross tax gap. 
About 57 percent of the total (or $197 billion) is attributed to individual income tax 
underreporting. The NRP data also suggest that well over half ($109 billion) of the 
individual underreporting gap comes from understated net business income 
(unreported receipts and overstated expenses). 

Our NRP data also confirm that the types of income least likely to be misreported on 
tax returns are those subject to both third party information reporting and 
withholding, e.g., wages and salaries, for which the net misreporting percentage 
(NMP) is only one percent. Income categories subject to third-party information 
reporting, but not to withholding, exhibit slightly higher misreporting percentages - 
about four percent misreporting for interest and for dividends and 12 percent for 
capital gains, for example. In contrast, the NMP for nonfaim proprietor 
income, which is reported on a Schedule C and is subject to little third-party reporting 
or withholding, is 57 percent, contributing about $68 billion to the tax gap. 
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The concept of expanding third-party reporting to combat noncompliance is not a new 
one. Over the past year, we have discussed third-party reporting on credit card 
receipts with the Small Business/Self-Employed subgroups of the IRS Advisory 
Council (IRSAC) and the Information Returns Program Advisory Committee 
(IRPAC). Both of these subgroups represent a diverse cross-section of the tax 
professional community. 

Upon release of the President’s Budget, we had conversations about this and other tax 
gap related proposals with a variety of stakeholders including: 

• Federation of Tax Administrators 

• Government Finance Officers Association 

• National Governors Association 

• National League of Cities 

• United States Department of Labor 

• National Association of State Workforce Agencies 

• United States Chamber of Commerce 

• National Federation of Independent Business 

• Small Business Legislative Council. 

• American Bankers Association 

2. Did the Department of Treasury or the IRS determine if this proposal would 
increase costs for any private sector groups? 

No, neither the Department of the Treasury nor the IRS made such a determination. 
However, we did tailor the mechanics of the proposal to capitalize on the 
infrastructure already in place in the private sector in an effort to minimize the 
resulting costs. For example, the fact that many payment card companies already 
provide statements of expenditures by vendor to their card holders indicates that data 
necessary to support reporting aggregate reimbursements to merchants, as envisioned 
in the proposal, is already available. 

3. How much extra money does the IRS hope/expect to recover from this 
proposal? How did you arrive at these figures? 

The Office of Tax Policy in the Department of Treasury has responsibility for 
estimating the revenue impact of IRS’ legislative proposals. Based on Treasury’s 
“scoring” model, the proposal is expected to generate $9 million in additional revenue 
in the first year and $225 million over a ten-year period. 



THE PRESIDENT’S FISCAL YEAR 2007 BUDGET 

PROPOSAL 
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Committee on the Budget, 
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The committee met, pursuant to notice, at 9:57 a.m., in room SR- 
325, Russell Senate Office Building, Hon. Judd Gregg, chairman of 
the committee, presiding. 

Present: Senators Gregg, Conrad, and Murray. 

Staff present: Scott B. Gudes, Majority Staff Director; and 
Maureen O’Neill, professional staff member. 

Mary Ann Naylor, Staff Director and Rock Cheung, jr. analyst 
for science and international affairs, webmaster. 

OPENING STATEMENT OF CHAIRMAN JUDD GREGG 

Chairman Gregg. We will convene the hearing a little early, 
which is nice. We appreciate the Secretary being here early. We 
know she has a very busy schedule and we hope to accommodate 
that schedule. 

It is a pleasure to have the Secreta^ of State here. She is an 
exceptional representative for our Nation around the world. She 
has done an incredibly strong job of making America’s views known 
throughout the world and effectively advocating our policies, and 
we appreciate her taking the time to come address the Budget 
Committee. 

It is ironic that we are meeting in this room. The last time that 
I was to have a hearing in this room was on September 11, 2001 
and the First Lady, Mrs. Bush, was supposed to be here to talk 
about education with the HELP Committee, and of course we know 
what happened. That is a day which clearly no one will ever forget 
and we should not forget. Much of what the secretary and her team 
does is about that day and how we continue to respond to the 
threat, which remains regrettably very viable out there. 

We have heard from our enemies that they intend to continue to 
try to attack us and kill Americans and destroy our culture. And 
part of our response to that is to have a strong State Department 
which can carry our message around the world of freedom, democ- 
racy and market-oriented approaches to the economies of the world. 

So this Committee, which has the jurisdiction of setting the num- 
bers, deems it a pleasure to have the Secretary here to talk about 
how the State Department — the type of resources the State Depart- 
ment needs and how we can be of assistance in making sure you 
get the resources you need. 
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With that I will yield to Senator Conrad. 

OPENING STATEMENT OF RAN K ING MEMBER KENT CONRAD 

Senator Conrad. Thank you, Mr. Chairman, and again thank 
you for holding this important hearing. And welcome. Secretary 
Rice. It is good to see a fellow Stanford alum here. I had a much 
less distinguished career there than you did. 

Chairman Gregg. That is true of most of the schools. 

Senator Conrad. That is true. 

Chairman Gregg. He and I went to the same high school. 

Senator Conrad. So we very much appreciate your service to the 
country. We know this is an incredibly challenging time for our Na- 
tion and for many parts of the world. 

With that said, this Committee is responsible for budget deci- 
sions and allocating resources. This is going to be a difficult and 
challenging year. 

Let me just say, I have already heard more from my constituents 
about this budget than any budget in the 19 years I have been in 
the Senate and serving on this Committee. 

I am going to go through in a moment what I am hearing about. 
But let me just first put up a slide that talks about the overall pri- 
orities of the budget. What we see here is in international affairs, 
which you have preeminent responsibility for, is getting the biggest 
increase — 9.4 percent over the baseline. Defense, 3.4 percent. 
Homeland Security a little less than 3 percent. Other domestic 
spending down almost 5 percent. Let’s go to the next slide, if we 
can, because these are the kinds of things I am hearing about and 
it is important for you to hear it as well. And I know you are not 
responsible for putting together budgets and you are not respon- 
sible for domestic priorities, but I think it is important for you to 
know the kinds of feedback that we are getting. 
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Wrong Priorities 
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Let me just say in my State, Byrne Justice Grants are for local 
law enforcement. The President’s budget eliminates those. He 
eliminates the money for Safe and Drug-Free Schools. These first 
two are especially sensitive in my State at this time because we are 
facing an epidemic of methamphetamines, is the worst illegal drug 
I have ever seen. It is absolutely destroying families in my State. 

He eliminates funding in the budget for vocational education, 
also something very much valued in my State. 

Rural health care is cut 83 percent in this budget. 

The COPS Program, which has put some 200 police officers on 
the street in my State, is cut 78 percent. 

The Essential Air Service, which is critically important to the 
transportation needs of my State, cut more than 50 percent. 

Amtrak cut 30 percent, which will endanger passenger rail serv- 
ice to my State. 

And the RUS electrification loans, which are almost religion in 
my State, cut 29 percent. 

You can see that these priorities create real conflict. And I can 
tell you this budget submission is unpopular in the constituency 
that I serve. 
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Long-Term Budget Outlook 
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Let us go to the next one. I have shown this to my colleagues 
many times. As we look ahead we see the deficits with some small 
improvement over the next few years, but then getting much worse 
if the President’s policies are adopted. 



Building a Wall of Debt 

Gross Federal Debt Soars 
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And the debt of the country, and this is an area that I hope is 
of direct concern to you, the debt of the country growing very dra- 
matically — $5.8 trillion at the end of the President’s first year. Now 
at the end of this year, $8.6 trillion. Our projections are that, in 
the next 5 years, it will reach $12 trillion. 

And more than that, increasingly, we are relying on foreigners to 
finance this debt. In 5 years we have doubled the amount of debt 
held by foreigners. Doubled. 



Top Ten Countries Holding Our 
National Debt 
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These are the countries that we now owe money. Japan we owe 
almost $700 billion. China, more than $250 billion, and on it goes. 

This is of increasing concern in terms of our vulnerability to oth- 
ers making decisions about our financing. If these people pulled 
away from financing our debt, most economists tell us interest 
rates would rise significantly in this country, which would create 
economic slowdown. 



GAO Comptroller General Walker 
Believes Current Fiscal Path 
Threatens Our National Security 

“Continuing on this unsustainable 
fiscal path will gradually erode, if not 
suddenly damage, our economy, our 
standard of living, and ultimately our 
national security.” 


-GAO Comptroller General David M. Walker 
Testimony before Senate Budget Committee 
February 15, 2006 
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The Comptroller General said this on February 15th in a hearing 
in this Committee “Continuing on this unsustainable fiscal path 
will gradually erode, if not suddenly damage, our economy, our 
standard of living, and ultimately our national security.” 

That is really the final point I want to make because it goes right 
to the heart of what makes a strong country. If we are not finan- 
cially strong, we cannot be militarily strong. 

And so the question of how we arrange the priorities of the coun- 
try in the work of this Committee is critically important and we 
welcome your insights. 

Chairman Gregg. Thank you. Senator Conrad. Madam Sec- 
retary, we would be happy to hear whatever you wish to tell us. 

STATEMENT OF HON. CONDOLEEZZA RICE, SECRETARY, U.S. 

DEPARTMENT OF STATE 

Secretary Rice. Thank you very much. Thank you. Senator 
Gregg. Thank you. Senator Conrad and members of the Committee. 

I have a longer statement which I would like to enter into the 
record but I will not subject us to a reading of that statement so 
that we can have full time for a discussion and for questions. 

I would like, in lieu of reading the statement, to make just a few 
points and then, of course, to take your questions. 

It has been a little over a year since I was confirmed as Sec- 
retary of State and it has been a very eventful year. It is a time 
of great and historic change. It is a time when the United States 
and its friends are meeting multiple challenges across the globe. 

If I could start where you began. Senator Gregg, September 11th 
really was a crack in time. It changed our security priorities. It 
changed our thinking about what makes a secure America when we 
were attacked in that brutal way on that September day. 

The challenge for the United States is, of course, to use all of our 
means of national power, our military power, our economic power, 
our diplomatic strength, our influence around the world, of course 
to defeat the terrorist threat that so brutally attacked us, but rec- 
ognize that we are not going to be able to have a permanent peace 
to pass on to other generations. I think we recognize also that the 
degree to which we can leave a world that is more democratic, 
more free, more prosperous, where there are not failed states of the 
kind that Afghanistan became which led directly to terrorist train- 
ing camps in which people trained to attack us from, the more that 
we recognize that the incapacity of states to govern, to control their 
borders, to fight terrorists themselves endangers us. 

The President’s budget is a budget that is in support of those na- 
tional security goals. And I have said to my colleagues, to your col- 
leagues on Senate Foreign Relations Committee yesterday, that I 
think we should think of our assistance programs as national secu- 
rity spending because without a robust effort by the Department of 
State, on the diplomatic side, on the foreign assistance side, and on 
bringing well-governed democratic states alongside us, we will not 
be able to protect ourselves in the long term. 

This budget therefore is a budget that is in support of the tre- 
mendous democratic transition that is going on in the world in 
places like Iraq, where clearly there is a struggle for the creation 
of a stable and democratic Iraq. But the struggle that they are em- 
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barked on is far preferable to the false stability of the dictatorship 
of Saddam Hussein who threatened us all, threatened his neigh- 
bors and caused two wars in the region. 

Afghanistan, as I said before, was a failed state that directly pro- 
duced A1 Qaeda and its attacks. Of course, countries like Jordan 
and Pakistan that are in the front lines of the fight on terrorism 
are with us. And we have seen, in places like the Palestinian Terri- 
tories, that democratic processes are always not very predictable. 

At some point I can speak to the issue of the election that 
brought Hamas to power. Obviously, this will have an effect on 
American assistance. We have made very clear that we cannot fund 
a Palestinian government unless that government is devoted to 
Israel’s right to exist, to denouncing terror and to indeed disar- 
mament. 

This budget also recognizes that we have other major challenges. 
In the areas of proliferation of weapons of mass distraction and 
prevention of that. I announced yesterday that we will be asking, 
in a supplemental request, for an additional $75 million for democ- 
racy programs in Iran. Perhaps one of the biggest problems that we 
face is the policy of the Iranian regime, which is a policy of desta- 
bilization of the world’s most volatile and vulnerable region. It is 
not just Iran’s nuclear program but also their support for terrorism 
around the world. They are, in effect, the central banker for ter- 
rorism around the world. They are also, of course, going 180 de- 
grees away from the way that this region should be going in terms 
of human rights and democracy for their own people. 

We have worked very hard to create a coalition of states that will 
confront Iran’s aggressive policies, particularly its nuclear program. 
We have had some success and we are now in the U.N. Security 
Council to address that problem. 

I think it is worth noting that we will not be able to address the 
Iranian nuclear program and problem in a vacuum. It is Iran’s re- 
gional policies that really are concerning as we watch them with 
their sidekick Syria destabilizing places like Lebanon and the Pal- 
estinian Territories and indeed, even in southern Iraq. 

So there is recognition of those matters in this budget. 

There is also recognition of America’s desire to continue to be a 
compassionate nation. We have led the world, of course, when there 
have been humanitarian disasters, when there has been a need to 
deal with the world’s most vulnerable populations through refugee 
assistance or food assistance. And that is represented in this budg- 
et. 

And finally, and this is to speak, in part, to Senator Conrad’s 
concern. We are. Senator, very aware of the pressures on this budg- 
et. And we are very aware of the pressures on the American people 
and the American taxpayers’ dollars to fund the significant pro- 
gram that we need to secure ourselves through diplomatic means. 

As a result, we have launched a number of reform initiatives to 
try and make certain that we are better stewards of the American 
people’s taxpayer dollars, that we are not engaging in duplicative 
activities, that we are engaging in activities that are effective. 

I would just cite two of those reforms, which we have put under 
the title of transformational diplomacy. On the one hand, I have 
asked for and received a plan for global repositioning of our diplo- 
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matic presence. It seemed to me that almost 15 years after the end 
of the cold war are still rather heavy in parts of the world where 
we traditionally had large presences, in Europe for instance, and 
rather light in places that are really growing in influence: Brazil, 
China, India, other places in Latin America and indeed in Africa. 

We have to put our people increasingly in very difficult hardship 
posts where they cannot take family with them, so I want to make 
sure that our people are well treated. To meet these changes, we 
are moving our diplomats around. So far we have repositioned 100 
people and I have asked for further repositioning plans to do more 
of this. 

I am asking in this budget that we create 285 new positions, for 
transformational posts, very important security measures that we 
must take, and also for work that we need to do to improve our 
capabilities in critical language skills. We are just simply very 
short of people who can use Arabic or Farsi effectively in the places 
that we really are meeting the threats. 

The other aspect of transformational diplomacy is that we are 
working very hard for foreign assistance reform. We believe that 
we must realign better the somewhat 80 percent of the foreign as- 
sistance budget that resides in USAID and State so that we are 
certain that we are meeting the objectives, addressing the concerns 
and the needs of the world’s most vulnerable people. But we are 
also building State capacity to address those concerns. We do not 
want our foreign assistance program to be a kind of permanent de- 
pendency for countries. We really want them to be able to take on 
their own problems. If you fund countries that are corrupt, if you 
fund countries that are unreformed, then there are going to be per- 
manently dependent because they cannot govern wisely. 

So through foreign assistance reform we hope to be able to use 
the precious dollars that we receive better, to make sure that we 
are not duplicating efforts, and to make sure that we are spending 
on the highest priority items. 

I have proposed creating a Director of Foreign Assistance report- 
ing directly to me who would also be the USAID Administrator so 
that we can get synergies between our various programs. 

Finally we are requesting for the Millennium Challenge account 
$3 billion this year. I know that there have been questions about 
how rapidly the Millennium Challenge program hasten up and run- 
ning. I can go through some of the numbers later. But let me say 
that I think this is really, in many ways, the President’s flagship 
program, to change the way that recipient countries think about 
their responsibilities as they receive our foreign assistance dollars. 
These countries are states that are governing wisely, that are in- 
vesting in their people, that are fighting and rooting out corruption 
and that we think are the lead edge of responsible sovereign states 
that can not only do better for their people but be contributing 
states to a safer and more secure world. 

Thank you very much. 

[The prepared statement of Secretary Rice follows:] 
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Written Budget Testimony of Secretary of State Condoleezza Rice 
Submitted for the Record to the Senate Budget Committee 
Thursday, February 16, 2006 


Thank you, Mr. Chairman, Members of the Committee. 

I appreciate this opportunity to address the Committee and to talk about 
America's role in meeting the unprecedented challenges of our world today. 
I look forward to working closely with Congress to ensure that America’s 
diplomacy has the necessary resources to secure our interests, advance 
our ideals, and improve people’s lives around the world. In all of these 
mutual efforts, of course, we must remain committed to our responsibility to 
be good stewards of the American taxpayers’ hard-earned dollars. 

The President’s FY 2007 International Affairs Budget for the Department of 
State, USAID, and other foreign affairs agencies totals $35.1 billion. 
President Bush also plans to request supplemental funding to support 
emergency, one-time programs that are essential to the success of some of 
our highest foreign policy priorities. 

This money will do more than support our diplomacy; it will strengthen our 
national security. America today is a nation at war. We are engaged in a 
long conflict against terrorists and violent extremists. Across the world, the 
members of our Foreign Service, Civil Service, and our Foreign Service 
Nationals are advancing America’s diplomatic mission, often working In 
dangerous places far away from their friends and loved ones. Our nation’s 
men and women in uniform are also shouldering great risks and 
responsibilities. They are performing with courage and heroism, and many 
have made the ultimate sacrifice to secure our way of life. Today, I want to 
recognize these courageous public servants and their families, who endure 
long periods of service abroad and painful separation with fortitude. 

America’s enemies remain eager to strike us again, but our actions in the 
past four years have weakened their capability. Our diplomacy plays a vital 
role in defeating this threat. We are building partnerships with traditional 
allies and with new partners that share our perception of the threat. Most 
importantly, we are working directly with foreign citizens who wish to build 
thriving free societies that replace hatred with hope. 
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Mr. Chairman, I would now like to offer an overview of the current mission 
of the men and women of the State Department — a mission that we have 
called transformational diplomacy. 

A New Diplomacy for a Transformed World 

In his Second Inaugural Address, President Bush laid out the vision that 
leads America into the world: “It is the policy of the United States to seek 
and support the growth of democratic movements and institutions in every 
nation and culture, with the ultimate goal of ending tyranny in our world.” 

The President’s vision stems from the recognition that we are living in an 
extraordinary time, one in which centuries of international precedent are 
being overturned. The prospect of violent conflict among great powers is 
more remote than ever. States are increasingly competing and cooperating 
in peace, not preparing for war. Peoples in China, India, South Africa, 
Indonesia, and Brazil are lifting their countries and regions to new 
prominence. Democratic reform has begun in the Middle East. And the 
United States is working with our democratic partners in every region of the 
world, especially our hemispheric neighbors and our historic treaty allies in 
Europe and Asia, to build a true form of global stability: a balance of power 
that favors freedom. 

At the same time, other challenges have assumed new urgency. The 
greatest threats today emerge more within states than between them, and 
the fundamental character of regimes matters more than the international 
distribution of power. It is impossible to draw neat, clear lines between our 
security interests, our development goals, and our democratic ideals in 
today’s world. Our diplomacy must integrate and advance all of these 
goals together. 

So I would define the objective of transformational diplomacy this way: To 
work with our many partners around the world to build and sustain 
democratic, well-governed states that will respond to the needs of their 
people and conduct themselves responsibly in the international system. 

This is a strategy rooted in partnership, not paternalism — in doing things 
with other people, not for them. We will use America’s diplomatic power 
and our foreign assistance to help foreign citizens better their own lives, 
build their own nations, transform their own futures, and work with us to 
combat threats to our common security, including the spread of weapons of 
mass destruction. 
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Practicing Transformational Diplomacy 

Faced with such extraordinary challenges, we must transform old 
diplomatic institutions to serve new diplomatic purposes, and we must 
empower our people to practice transformational diplomacy. With the 
generous support of the Congress, my good friend and predecessor, Colin 
Powell, brought American diplomacy into the 21®' century. Now, my 
leadership team and I are building on this strong foundation and beginning 
the generational work of transforming the State Department. This will not 
only strengthen national security, it will improve our fiscal stewardship. We 
are committed to using American taxpayers’ dollars in the most effective 
and responsible way possible to strengthen America’s mission abroad. 

In the past year, we have begun making changes to our organization and 
our operations that will enable us to advance transformational diplomacy. 
We are forward-deploying our people to the cities, countries, and regions 
where they are needed most. We are starting to move hundreds of 
diplomats from Europe and Washington to strategic countries like China, 
India, South Africa, and Indonesia. We are giving more of our people new 
training and language skills to engage more effectively with foreign 
peoples. We are enabling our diplomats to work more jointly with 
America’s servicemen and women. And I have announced that I am 
creating a new position of Director of Foreign Assistance. This reform will 
transform our capability to use foreign assistance more efficiently and more 
effectively to further our foreign policy goals, to bolster our national 
security, to reduce poverty, and to improve people’s lives around the world. 

We are making the initial changes using our existing authority, and the 
additional funding we are requesting in the FY 2007 budget will help us 
continue implementing our vision to transform the State Department to 
meet the challenges of the 21®' century. For this purpose, we are 
requesting $9.3 billion for State Department operations. 

Transformational diplomacy begins with our people — ensuring that they are 
in the right places, with the necessary tools and training to carry our their 
mission. We are requesting $23 million for 100 new positions on the new 
frontlines of our diplomacy: key transitional countries and emerging 
regional leaders in Africa, Latin America, the Middle East, and Asia. These 
new positions will complement the 100 that we are already repositioning as 
part of our ongoing effort to change our global diplomatic posture. This 
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repositioning effort will require a renewed commitment to secure and 
modernize our many posts overseas, and we are seeking $1.5 billion for 
security-related construction and rehabilitation of our diplomatic facilities. 

In addition to requesting new positions, we will continue to invest in our 
people, our greatest resource. More and more, we are calling upon our 
diplomats to leave their families and serve at unaccompanied “hardship 
posts” that now make up 20 percent of our yearly overseas assignments. 
With your help, as part of our effort to modernize the Foreign Service, we 
will institute a new pay-for-performance system that fairly compensates our 
men and women working abroad. We will also further our efforts to train 
America’s diplomats to speak critical languages like Chinese, Urdu, and 
Arabic, which they will increasingly need, in addition to more traditional 
languages, as they progress in their careers. New training will also make 
full use of dynamic new technologies, and we are asking for $276 million to 
integrate our workforce with the latest information technology and to 
support professional training needed for success. 

These new tools and training will better enable our nation’s diplomats to tell 
America’s story to the people of the world, and in turn, to listen to the 
stories they have to tell. We have heard the legitimate criticisms that have 
been made of our public diplomacy, and we are rethinking how we do 
business. I have stressed that public diplomacy is the responsibility of 
every single member of our diplomatic corps, not just our public diplomacy 
specialists. One idea we are beginning to implement is the creation of 
forward-deployed, regional public diplomacy centers. These centers, or 
media hubs, will be small, lean operations that work out of our embassies 
or other existing facilities, enabling us to respond quickly to negative 
propaganda, to correct misinformation, and to explain America’s policies 
and our principles. The $351 million that we seek will be essential for us to 
continue revitalizing our public diplomacy. 

To complement our public diplomacy, we must ensure that America 
remains a welcoming place for all tourists, students, and businesspeople, 
while at the same time protecting our homeland from terrorists and 
criminals who would exploit our open society to do us harm. The State 
Department, in partnership with the Department of Homeland Security, has 
taken new steps in the past year to realize the President’s vision of secure 
borders and open doors through information technology. Our request of 
$1.1 billion will fund the Border Security Program and enable us to hire 135 
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new consular officers and passport staff to meet the growing demand of 
foreign citizens seeking to travel to America, while maintaining our 
fundamental commitment to serve each and every American citizen when 
they go abroad. At the same time, we are seeking $474 million to support 
our educational and cultural exchanges, which increase mutual 
understanding between our citizens and the peoples of the world. 

Finally, we must continue to enable our nation’s diplomats to work 
effectively with their partners in the United Nations and other international 
organizations. We seek $1.6 billion to fund U.S. assessed and voluntary 
contributions to international organizations. The United States takes our 
international obligations seriously, and we remain committed to 
strengthening the financial stability, efficiency, and effectiveness of 
international organizations. 

Defeating Terror and Advancing Liberty 

The President’s FY 2007 budget will help prepare the men and women of 
the State Department to meet the goals of transformational diplomacy. Our 
principal objectives are to stem the tide of terrorism and to help advance 
freedom and democratic rights. 

We are requesting $6.2 billion to strengthen the coalition partners who are 
standing shoulder to shoulder with us on the front lines in the fight against 
terrorism. Our assistance empowers our partners to practice more 
effective law enforcement, police their borders, gather and share essential 
intelligence, and wage more successful countrerterrorism operations. In 
many states, our assistance will also help to bolster thriving democratic and 
economic institutions reducing the societal schisms that terrorists exploit for 
their own ideological purposes. Our FY 2007 request includes, among 
others, $739 million for Pakistan, $560 million for Colombia, $154 million for 
Indonesia, $457 million for Jordan, and $335 million for Kenya. 

Essential to winning the war on terrorism is denying our enemies the 
weapons of mass destruction that they seek. Our diplomacy cannot focus 
on non-proliferation alone; we must also develop new tools and new 
policies of counter -proliferation: actively confronting and rolling up the 
global networks involving rogue states, outlaw scientists, and black market 
middlemen who make proliferation possible. We are building on the 
achievements of the Proliferation Security Initiative, the G-8 Global 
Partnership, and UN Security Council Resolution 1540. We are working to 
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stop Iran and North Korea from succeeding in their quest for weapons of 
mass destruction, and we continue to do everything in our power to deny 
terrorists access to the world’s most dangerous weapons, including 
threatening conventional weapons like MANPADS. The FY 2007 budget 
proposes to increase funding for our State Department’s efforts to help 
countries fight the proliferation of dangerous weapons and materials. 

These requirements are essential and immediate, but our vision must look 
beyond present horizons. To defeat the threat of terrorism, we must work 
to build a future of freedom and hope. As President Bush has said, in the 
long run, liberty and democracy are the only ideas powerful enough to 
defeat the ideology of hatred and violence. Freedom is on the march today 
all around the world, and the United States must continue to open a path 
for its expansion, especially in Iraq and Afghanistan. 

In December, over 12 million Iraqi people voted in free elections for a 
democratic government based on a constitution that Iraqis themselves 
wrote and adopted. Through their actions, the overwhelming majority of 
Iraqis are demonstrating that they support freedom and oppose terrorism. 
The democratic government that is taking shape in Baghdad today should 
support human rights, foster new opportunities for prosperity, and give all 
Iraqis a stake in a tree and peaceful future. It should separate stalwart 
Iraqis from the purveyors of terror and chaos. Iraq is on a track of 
transformation from brutal tyranny to a self-reliant emerging democracy that 
is working to better the lives of its people and defeat violent extremists. 

Although Iraqis are undertaking this work themselves, international 
assistance remains essential to Iraq’s success. U.S. assistance is helping 
Iraqis to build their security capabilities, empowering civil society and 
democratic institutions, increasing and improving the production and 
availability of electricity, distributing millions of new textbooks, providing 
access to clean water for millions of Iraqis, and helping protect millions of 
Iraqi children from disease. 

The President’s request of $771 million, along with the forthcoming 
supplemental request, is an essential part of our National Strategy for 
Victory in Iraq. The funding for the Department’s operations and programs 
is a critical counterpart to the efforts of our troops in the field as we pursue 
our integrated security, economic, and political tracks to success in Iraq. 

The supplemental request will fund programs that are integral to our 
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counter-insurgency campaign and to the operating and security costs of our 
diplomatic mission, while the FY 2007 request supports capacity 
development essential for Iraq’s transition to self-reliance. The money 
requested by State will allow us to work effectively with our Iraqi partners to 
advance our strategy of “Clear, Hold, Build’’— clearing areas of insurgent 
control, holding newly gained territory under the legitimate authority of the 
Iraqi government, and building economic infrastructure and capable 
national democratic institutions that are essential to Iraq’s success. 

Our work also continues in Afghanistan. After the United States, along with 
our allies and friends, removed the Taliban regime, the Afghan people set 
out to liberate themselves. They did so with the international community by 
their side. And today, the Afghan people have achieved the ambitious 
vision that we all set together four years ago in Bonn, Germany: a fully 
functioning, sovereign Afghan government. This government was 
established through successful presidential and parliamentary elections, in 
which millions of men and women voted freely for the first time. Today, 
Afghanistan has a democratic constitution; an emerging free economy; and 
a growing, multi-ethnic army that is the pride of the Afghan people. 

Despite this dramatic progress, there is still much hard work to be done. 
President Bush's request of $1.1 billion for Afghan reconstruction, along 
with supplemental funding to be requested, will allow us to continue helping 
the people of Afghanistan meet the remaining political, economic, and 
security challenges they face. With your continued support, along with help 
from NATO, the United Nations, and all other contributors from the 
international community, we can help the Afghan people complete their 
long journey toward a future of hope and freedom. 

The people of Iraq and Afghanistan are helping to lead the transformation 
of the Broader Middle East from despotism to democracy. This is a 
generational challenge, in which elections are an important and necessary 
beginning. The freedom to choose invests citizens in the future of their 
countries. But as President Bush has said, one election does not establish 
a country as a democracy. Successful democracies are characterized by 
transparent, accountable institutions of governance; a thriving civil society 
that respects and protects minority rights; a free media; opportunities for 
health and education for all citizens; and the official renunciation of 
terrorism and ideologies of hatred. On this last point especially, we will 
continue to insist that the leaders of Hamas must recognize Israel, disarm. 
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reject terrorism, and work for lasting peace. Helping the nations of the 
Broader Middle East to make progress in building the foundations of 
democratic societies is the mission of the Middle East Partnership Initiative, 
for which we are seeking $120 million. We are also requesting $80 million 
for the National Endowment for Democracy to continue its good work in 
promoting lasting democratic change all around the world. 

The progress of the Broader Middle East is hopeful, but it still faces 
determined enemies, especially the radical regime in Tehran. Iran is a 
strategic challenge to the United States, and we have a comprehensive 
view of the threat that Iran poses. The regime is seeking to develop 
nuclear weapons. It is a leading state sponsor of terrorism. It is working to 
destabilize its region and to advance its ideological ambitions. And the 
Iranian government oppresses its own people, denying them basic liberties 
and human rights. Through its aggressive and confrontational behavior, 
Iran is increasingly isolating itself from the international community. 

In recent months, U.S. diplomacy has broadened the international coalition 
to address Iran’s nuclear ambitions, and Iran’s case will soon be heard in 
the U.N. Security Council. Our goal now is to broaden this coalition even 
further, to intensify the international spotlight and encourage our many 
international partners to respond to the full spectrum of threats that the 
Iranian regime poses. 

For our part, the United States wishes to reach out to the Iranian people 
and support their desire to realize their own freedom and to secure their 
own democratic and human rights. The Iranian people should know that 
the United States fully supports their aspirations for a freer, better future. 
Over the past two years, the Department of State has invested over $4 
million in projects that empower Iranian citizens in their call for political and 
economic liberty, freedom of speech, and respect for human rights. We are 
funding programs that train labor activists and help protect them from 
government persecution. We are working with international NGOs to 
develop a support network for Iranian reformers, political dissidents, and 
human rights activists. We will devote at least $10 million to support these 
and other programs during this year (FY 2006), and we are eager to work 
more closely with Congress to help Iranian reformers build nationwide 
networks to support democratic change in their country. 


Meeting Global Challenges 
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Like terrorism and nuclear proliferation, many of the greatest challenges in 
today's world are global and transnational in nature. These threats breach 
even the most well-defended borders and affect all nations. Today’s global 
threats require global partnerships, and America’s diplomats are helping us 
transform our relationships with countries that have the capacity and the 
will to work on a global basis to achieve common purposes — countries like 
India, Japan, South Korea, Australia, El Salvador, and our allies in Europe. 

One major global threat comes from disease, especially the scourge of 
HIV/AIDS. This pandemic affects key productive members of societies: the 
individuals who drive economies, raise children, and pass on the customs 
and traditions of their countries. The United States is committed to treating 
people worldwide who suffer from AIDS because conscience demands it, 
and also because a healthier world is a safer world. The hallmark of our 
approach is the President’s Emergency Plan for AIDS Relief. This program 
is the largest international initiative ever by one nation to combat a single 
disease. The Emergency Plan combines our strong bilateral programs with 
complementary multilateral efforts to fight AIDS and other debilitating 
infectious diseases through contributions to the Global Fund to Fight AIDS, 
Tuberculosis, and Malaria, of which America is by far the largest contributor 
since the program’s inception. 

The Emergency Plan is rooted in partnership. Our approach is to empower 
each nation to take ownership of its own fight against HIV/AIDS through 
prevention, treatment, and care. The results to date have been remarkable. 
In the past two years, the Emergency Plan has expanded life-extending 
antiretroviral treatment to 471 ,000 people worldwide, 400,000 of whom are 
located in sub-Saharan Africa. And as of last year, the Emergency Plan 
has extended compassion and care to more than 1 .2 million orphans and 
vulnerable children. The President’s 2007 Budget requests $4 billion, $740 
million more than this year, to continue America’s leadership in the global 
fight against HIV/AIDS. 

The 2007 budget also includes $225 million to fight malaria, which is a 
major killer of children in sub-Saharan Africa. This request is part of the 
President’s pledge to increase U.S. funding of malaria prevention and 
treatment by more than $1 .2 billion over five years. The United States is 
committed to working with the international community to increase 
preventive and curative programs in 15 African countries with particularly 
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high rates of infection by 2010. We seek to reduce malaria deaths by 50 
percent in these countries after three years of full implementation. 

The United States is also playing a key global role in preparing for the 
threat of a possible avian influenza pandemic — providing political 
leadership, technical expertise, and significant resources to this effort. In 
September 2005, President Bush announced the International Partnership 
on Avian and Pandemic Influenza. The Partnership, which includes 89 
countries and nine international organizations, generates political 
momentum and coordinating action among all partners. At the January 
2006 International Pledging Conference on Avian and Pandemic Influenza 
held in Beijing, the United States pledged $334 million in current budget 
authority to protect health in the United States and around the world. The 
most effective way to protect the American population from an influenza 
outbreak is to contain it beyond our borders. The 2007 Budget provides 
resources to continue these activities in countries already experiencing 
outbreaks of influenza and in other countries on the cusp of infection. 

Another key global challenge is to curtail the illicit drug trade and to 
dissolve the relationships between narco-traffickers, terrorists, and 
international criminal organizations. The 2007 Budget requests $722 
million for the Andean Counterdrug Initiative, which advances the 
President’s goal of strengthening democracy, regional stability, and 
economic development throughout the hemisphere. The Initiative provides 
funding for law enforcement, security programs, and alternative livelihood 
assistance for those at risk from the trade of illicit narcotics. 

Finally, as we transform our diplomacy to meet the increasingly global 
challenges of the 21®' century, the United States remains committed to 
putting the power of our compassion into action wherever and whenever it 
is needed. In 2005, the United States led the world with our generous 
emergency responses to people suffering from unprecedented natural 
disasters— from the Indian Ocean tsunami, to the earthquake in Pakistan, 
to the mudslides in Central America. Our swift action has helped to provide 
relief, to prevent the spread of disease, and to begin restoring livelihoods 
and rebuilding these devastated regions. The United States remains the 
world’s most generous provider of food and other emergency humanitarian 
assistance. Throughout the world, we are also helping refugees to return 
to their countries of origin. When that is not a viable option, the United 
States leads the international community in resettling refugees here in our 
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nation. The FY 2007 request of $1.2 billion for humanitarian relief, plus 
$1 .3 billion in food aid, will ensure that we are prepared to extend the reach 
of American compassion anywhere in the world. 

Three Goals of U.S. Foreign Assistance 

The United States will continue to build strong partnerships to meet the 
global challenges that increasingly define international security in the 21 
century. But we recognize that many states cannot meet the basic 
responsibilities of sovereignty, including just and effective control over their 
own territory. In response, the United States must assist the world’s most 
vulnerable populations through our transformational diplomacy — using our 
foreign assistance and working with our partners to build state capacity 
where little exists, help weak and poorly governed states to develop and 
reform, and empower those states that are embracing political and 
economic freedom. These are three main goals of our country assistance 
programs, with the ultimate purpose being “graduation” from foreign 
economic and governance assistance altogether. Vibrant private sectors in 
free, well-governed states are the surest form of sustainable development. 

Building State Capacity 

We must do all we can to anticipate and prevent the emergence of failed 
states that lead to humanitarian crises, serious regional instability, and 
havens for terror and oppression that threaten our security. On September 
1 1 , we were attacked by terrorists who had plotted and trained in a failed 
state, Afghanistan. Since then, we have spent billions of dollars and 
sacrificed precious lives to eliminate the threat and liberate the brutally 
repressed people of Afghanistan. We must use all the tools and resources 
available not only to prevent future failed states, but to help nations 
emerging from conflict and war to become responsible, democratic states. 

The Office of the Coordinator for Reconstruction and Stabilization was 
established to address complex and challenging situations around the 
globe. Partnering with the international community, we will help countries 
in crisis achieve a path to lasting peace, good governance, and economic 
development. Working in conjunction with our lead regional bureaus, our 
Reconstruction and Stabilization office is already beginning to advance this 
mission in the field. It deployed a team to Sudan to assess the 
effectiveness of our assistance programs in implementing the 
Comprehensive Peace Agreement, in negotiating a political settlement in 
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Darfur, in delivering humanitarian assistance, and in establishing security. 
As a result of these assessments and planning efforts, U.S. resources have 
been allocated more effectively to help people in need in Sudan. Our office 
has also helped the Haitian people take a decisive step toward a better 
future, pinpointing problems with voter registration and the electoral council 
in time for them to be remedied before last week's historic elections. 

The 2007 Budget proposes to strengthen this office’s ability to lead U.S. 
planning efforts for countries and regions of most concern, and to 
coordinate the deployment of U.S. resources when needed. The Budget 
proposes $75 million, including a Conflict Response Fund to build our 
civilian response capabilities, to prevent failing states, and to respond 
quickly and effectively to states emerging from conflict around the world. 
With an early and effective civilian response, we can reduce the need for a 
more robust and costly military commitment by more quickly shifting 
responsibility for key functions to civilian actors. 

Our efforts to build state capacity continue in Sudan. The need for security 
is of the utmost importance to this effort, and the Comprehensive Peace 
Accord (CPA) points the way forward. The CPA, which ended 22 years of 
North-South civil war in Sudan, is the framework for resolution of conflict 
throughout Sudan. The CPA created a Government of National Unity that 
shares power and wealth, and establishes elections at every level by 2009. 

Implementing the CPA is essential to ending the genocide in Darfur. The 
United States is appalled by the ongoing atrocities that have persisted in 
Darfur, and we continue to lead the ongoing international effort to aid the 
region’s displaced people, assisting over 1 .8 million internally-displaced 
persons and over 200,000 Sudanese refugees in Chad. I ask for your full 
support of the President’s upcoming supplemental request, which will 
include support for the African Union and for transition to a UN 
Peacekeeping Mission to bring peace to this war-torn area. We are 
requesting $1.1 billion in the FY 2007 budget to transition to peace in 
Sudan, meet humanitarian needs, lay the foundations for economic 
development, and strengthen sustainable democratic institutions. 

We are also continuing to partner with the people of Haiti to advance the 
cause of freedom and build lasting foundations of a democratic state. Just 
last week, the people of Haiti held fair and free elections. We now look 
forward to working with the citizens of Haiti, their newly elected 



300 


government, and the international community to help Haiti chart a positive 
path of freedom and prosperity by strengthening good governance, 
improving security and the rule of law, fostering economic recovery, and 
addressing critical humanitarian needs. 

As is evident by the hard work and sacrifice of the UN peacekeepers in 
Haiti, international peacekeeping missions carried out by the United 
Nations and partner organizations are essential to creating the secure 
conditions conducive for democratic elections and basic state capacity. 

The $1 .3 billion request for these efforts worldwide is also crucial to 
facilitating the delivery of humanitarian relief and providing a stable political 
and economic environment that fosters democratic institutions and 
development. To continue to provide well-trained, effective peacekeepers 
that understand and respect human rights, I am requesting over $100 
million for the third year of the Global Peace Operations Initiative to train 
and equip 75,000 troops by 2010. Current missions and capacity building 
efforts increase our security at home and provide relief to the heroic troops 
in our own armed forces. 

Helping Developing States and the Most Vulnerable Populations 

Where the basic foundations of security, governance, and economic 
institutions exist, the United States is advancing bold development goals. 
Under President Bush, the United States has embarked on the most 
ambitious development agenda since the Marshall Plan, including a new 
debt relief initiative, the doubling of Official Development Assistance since 
taking office, and funding for the international financial institutions that is 
linked to performance. Development is an integral pillar of our foreign 
policy. In 2002, for the first time, the President’s National Security Strategy 
elevated development to the level of diplomacy and defense, citing it as the 
third key component of our national security. States that govern justly, 
invest in their people, and create the conditions for individual and collective 
prosperity are less likely to produce or harbor terrorists. American 
diplomacy must advance these development principles. 

U.S. development assistance focuses on building the tools for democratic 
participation, promoting economic growth, providing for health and 
education, and addressing security concerns in developing nations, while at 
the same time responding to humanitarian disasters. Such investments are 
crucial to improving the lives of people around the world and enhancing our 
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own national security. At the same time, we must invest in reform in 
countries so that these efforts will not go to waste, but provide both the 
necessary tools and the right incentives for host governments to secure the 
conditions necessary for their citizens to achieve their full potential. 

Relieving the burden of heavily indebted countries is essential to ending a 
destabilizing lend-and-forgive approach to development assistance for 
poorer countries and allowing these countries to progress on the road to 
prosperity. At the Gleneagles summit last July, the G-8 agreed on a 
landmark initiative to provide 100 percent cancellation of qualifying Heavily 
Indebted Poor Countries’ debt obligations to the World Bank, the African 
Development Bank, and the International Monetary Fund. U.S. leadership 
was instrumental in securing this agreement. We estimate that a total of 42 
countries will receive up to $60 billion in debt relief as a result of this 
initiative. The Budget that I present to you today fully supports the U.S. 
share of the multilateral debt forgiveness provided by the G-8 proposal. 

The United States and our G-8 partners went much further than relieving 
debt. I ask you to go much further as well and support our government’s 
commitment for the most ambitious package for Africa ever supported by 
the G-8. This package will fight malaria, HIV/AIDS, and corruption and help 
create an environment where democracy and economic opportunity can 
flourish. Specifically, the 2007 Budget supports the President’s 
commitment to double our assistance to Africa between 2004 and 2010. in 
addition, the request supports the U.S. Government’s commitment to help 
African countries to build trade capacity; to educate their citizens through 
the four year, $400 million Africa Education Initiative: and to combat sexual 
violence and abuse against women through a new Women’s Justice and 
Empowerment Initiative. 

Although Africa is a focus of our efforts to reduce poverty and invest in 
people and reform, it is by no means the only continent on which our 
resources are directed. We seek a total of $2.7 billion for Development 
Assistance and Child Survival and Health funds. By investing in the 
citizens of developing countries, we are investing in the future of the 
American people. 


Empowering Transformational States 
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The final goal of our country assistance programs is to empower those 
states that are governing justly and to help them address key constraints to 
their economic growth and poverty reduction. The flagship of our efforts is 
the Millennium Challenge Account, which is helping states that are making 
measurable progress to achieve sustainable development and integration 
into the global economy. 

In 2002, in Monterrey, Mexico, the nations of the world adopted a new 
consensus on how to reduce international poverty. Developed nations 
agreed to dramatically increase their amount of assistance to developing 
countries, and developing countries committed to making progress toward 
good governance, economic freedom, and an investment in the health and 
education of their people. In response to this Monterrey Consensus, our 
Administration and the Congress created the revolutionary Millennium 
Challenge Account, which targets billions of dollars in new development 
assistance to countries that meet benchmarks of political, economic, and 
social development. This innovative approach partners with and invests in 
low and lower-middle income countries that take ownership for their own 
sustainable development and poverty reduction. 

In the past year, we have accelerated our efforts to negotiate and sign 
development compacts between transformational countries and the 
Millennium Challenge Corporation. To date, the MCC has identified 23 
countries eligible for development compacts, and we have approved 
compacts worth a total of $1 .5 billion with eight countries: Armenia, Benin, 
Cape Verde, Georgia, Honduras, Madagascar, Nicaragua, and Vanuatu. 
Nine eligible countries have prepared proposals totaling $3.1 billion, and 
another six will soon submit proposals of their own. We are seeking $3 
billion of new funding in the FY 2007 budget, with the goal of approving up 
to 10 new compacts. 

As important as our foreign assistance is, free trade is ultimately the key to 
every country's sustained development and economic growth. As the 
President stressed in the State of the Union, promotion of free trade is 
essential to enhancing the prosperity of the American people and to 
supporting developing countries in their effort to participate fully in the 
global economy. The Bush Administration has signed or negotiated free 
trade agreements with Chile, Singapore, Jordan, Bahrain, Oman, Morocco, 
Australia, five Central American countries plus the Dominican Republic, 
and most recently, Peru. Fostering free trade is a vital part of our 
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development policy. In the past five years, the United States has more 
than doubled our investment in helping developing countries to trade freely 
and competitively in the global economy. We pledged at the recent WTO 
ministerial in Hong Kong to increase this assistance to $2.7 billion by 2010, 
and our FY 2007 request for trade-related development assistance will be 
an important step toward that ambitious and hopeful goal. 

Mr. Chairman: America’s purpose in this young century is to marry our 
democratic principles with our dramatic power to build a more hopeful 
world. Our purposes are idealistic, that is true; but our policies are realistic, 
and we are succeeding. President Bush and I have called upon the men 
and women of the State Department to practice transformational 
diplomacy, and they are rising to this challenge with enthusiasm and 
courage. They are helping our many partners around the world to build a 
future of freedom, democracy, and hope for themselves and their families. 

Realizing the goals of transformational diplomacy will require a sustained 
effort over the course of a generation. Most importantly, it will require a 
strong partnership with the Congress. We at the Department of State will 
do our part to use our existing authority to make our foreign assistance 
more effective and to enhance our ability to serve as responsible stewards 
of the American taxpayers’ money. Our goal in establishing the new 
position of Director of Foreign Assistance is a first step. We welcome a 
dialogue with Congress about how we can work together to improve 
America’s foreign assistance further, enabling us to respond more quickly 
and more effectively to the world’s development challenges. By making 
America’s foreign assistance more efficient and more effective, we will help 
people around the world to improve their lives, we will strengthen the hope 
that comes with freedom, and we will advance our national security. 
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Chairman Gregg. Thank you, Madame Secretary. 

That was really an excellent summary for us of where the State 
Department is and what you are trying to do. And I especially con- 
gratulate you on this effort, this transformational effort, to try to 
move people to where the problems are, which is something when 
I was chairing the State Department appropriating committee I 
worked on. There was some progress. But obviously your commit- 
ment to this is great. And we want to be supportive of that. 

You are in an ironic situation in that you are one of the few sec- 
retaries who comes before this Committee who has had significant 
increases in your budget. I guess our question to you is are there 
efficiencies which we could look at? Are there things that we 
should be thinking about that would allow us to get more addi- 
tional dollars, more additional activity for the dollars we are put- 
ting in? There is concern about the Millennium Challenge and the 
way that has been started up. 

Can you just sort of give us an overview of how you think the 
Department can most effectively use the dollars we are giving you 
and whether or not the dollars we are giving you are enough, con- 
sidering the fact that you are getting a significant increase? 

Secretary Rice. Thank you. Senator Gregg. I really do not take 
for granted or take lightly the sacrifice that is being made on be- 
half of the programs that we run. I know that there is a lot of pres- 
sure on this budget. 

I would just first go back to one point before I address the ques- 
tion of what the Department can do. 

We are now in a phase of our diplomacy in which we have gone 
through two wars in Iraq and Afghanistan. We have gone through 
the largest terrorist attack on American soil. And we are literally, 
I think, in the midst of a big historic transformation to a world 
that, if we do our work correctly, will be more democratic, more 
free, and have states that will be allies in the war on terrorism, 
not states that will be fueling the war on terrorism. We are in the 
midst of trying to beat back concerns about the proliferation of 
weapons of mass destruction because heaven help us if weapons of 
mass distraction ever fall into the hands of terrorists, let alone into 
the hands of rogue states. 

We are trying to meet the challenges of helping front-line states 
that are taking enormous risk in the war on terrorism, like Jordan 
and like Pakistan. We are in the midst of trying to help the people 
of Iraq and Afghanistan rebuild on the ruins on these dictatorships 
that were supportive of terrorism. 

And around the world we are trying to use our diplomacy to fur- 
ther the cause of freedom and liberty and responsible states and 
to engage our long-term allies as real partners in doing that. 

I would note that we have been very fortunate, for instance, to 
have the whole world really united against Iran, not just the 
United States. That takes work and it takes diplomatic effort. 

The Millennium Challenge, as I said, gives us a particular kind 
of tool to encourage responsible behavior by states. I can tell you 
that countries want to participate. They want to make the case for 
why they ought to be a Millennium Challenge country. They will 
tell you what they are doing to fight corruption and what they are 
doing to invest in their people. I think these are all dollars well 
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spent so that we can leave a foundation for a more peaceful and 
secure world, much as our predecessors left the foundation for a 
Europe that became whole, free and at peace and a Europe where 
no one can any longer imagine a war between the great powers. 

That is the challenge that we have in a volatile region like the 
Middle East. 

We will do our part to make sure that the dollars are well spent. 
It is why I think that we have to continue with our global repo- 
sitioning. It is not going to be enough to come to the Committee 
and ask for more positions, and heaven knows we need more posi- 
tions around the world, in places like Baghdad, like Islamabad, in 
many of our Latin American posts and in our posts in China and 
India. If you just look at the importance of those countries and the 
growth in populations in some of those countries, we are not meet- 
ing the diplomatic needs that we need to meet. However, with some 
combination of new resources and reprogrammed resources, I think 
can help us meet those needs. 

I have also asked Henrietta Fore, who is the Management Under 
Secretary, to work harder on our rightsizing initiative and to work 
on questions of what we might be able to do to merge functions be- 
tween various parts of the foreign policy community, to see if we 
can do with more regionalization of some of our efforts. Maybe 
every embassy does not have to have every thing. Maybe we can 
do things on a more regional basis. 

So I promise you, we are going to be looking to squeeze out every 
dollar that we can. But right now the demand outstrips the supply 
of even significant increases that we have had because I think we 
have recognized the challenges before us. 

Chairman Gregg. Thank you. 

Yesterday I listened to some of the questions you were asked at 
the Foreign Relations Committee yesterday. And I thought some of 
them may have more to do with campaigns for the presidency 
maybe than what your answers were. 

But independent of that, the bottom-line question was, I thought, 
what is going to happen in Iraq? And when are we going to get out 
of there And so let me ask you that question. 

Secretary Rice. Well, the Iraqis are now engaged in the final 
stages of their political journey to actually create a permanent gov- 
ernment. It is very hard to realize that it has only been a year 
since they have had their national elections and they now are in 
the process of creating a permanent government and creating a 
constitution. It is very hard because this is a country that has al- 
ways resolved its problems by repression of groups, even repres- 
sions of majorities like the Shia or by dictatorship of the kind that 
Saddam Hussein imposed. 

However now they have to do this by politics and by compromise. 
I think they are doing really rather well at it and I think you will 
see the formation of a national unity government. 

Our support for them has been twofold. The Congress was gen- 
erous in reconstruction funding for Iraq, which has been subject to 
some problems due to security. But I think the reconstruction pro- 
gram has had a real effect. We have been able to modernize large 
portions of the Iraqi infrastructure. For instance, we are delivering 
water and sewage in much larger numbers to many more Iraqis 
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than in the past. We are continuing to work on the oil and the elec- 
tricity infrastructure. 

The Iraqi security forces are about 227,000 strong now. And to 
be fair, we made a mistake earlier on. We relied on numbers, not 
quality. These are, according to those who train them, quality 
forces that are now the Iraqi security forces. They are taking their 
own territory, holding their own territory, and now beginning to 
create the circumstances under which these provinces can really be 
rebuilt. 

That, Senator is the way that I think about the course ahead for 
Iraq. Now our part in that is to continue to support them and to 
continue to support them so that they can have a secure basis on 
which to become democratic and prosperous. 

But I do not believe that we ought to think that this is only a 
job for American military forces. As Iraqi security forces stand up 
in their security task, there is no doubt in my mind that American 
security forces will be less and less needed and less and less rel- 
evant to the task. 

Indeed, I think it is why General Casey recommended to the 
President that we go from 17 brigades to 15 brigades, one now in 
Kuwait as a rapid reaction force. I think you will see more of that 
because Iraqi forces are stepping up, because the political process 
is progressing, because Sunnis are now heavily engaged in the po- 
litical process and insurgents have less reason to be in the insur- 
gency and Sunnis have more reason to be in the political process. 

So I know that it sometimes looks like a complicated place but 
it is a place that is making progress along the political front and 
ultimately that is how you defeat an insurgency. If we leave early, 
if we do not remain committed, then we risk leaving an Iraq that 
is going to be a force of instability and terrorism in the region. If 
we do this job well, imagine the impact of an Iraq that is fighting 
terrorism, that is democratically governed, that is a friend of the 
United States and that can anchor a different kind of Middle East, 
a Middle East which desperately is in need of change because any 
region that produces an ideology of hatred so great that people fly 
airplanes into our buildings is in desperate need of change. 

I think that the future of a better Middle East is one where Iraq 
is an anchor. That is why the United States is so important to that 
cause. 

Chairman Gregg. Senator Conrad. 

Senator Conrad. Madam Secretary, did I hear you right when 
you said that water and sewer has improved in Iraq? 

Secretary Rice. Yes, you did. We have increased the capacity for 
clean water for several million Iraqis and 4 million Iraqis have bet- 
ter sewage than before the war. 
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Iraq Utilities Are Falling Short of Prewar Performance 


$S6 Billion Cost Estimate Is Seen as Low 


ByJAMESGLANZ 
WASHINGTON, Feb.S-Viriualiy 
every measure of ihe performance 
of Iraq's oil, electricity, water and 
sewerage sectors has fatten below 
preinvasion levels even thou^ $16 
billion of American taxpayer money 
has already been disbursed in the 
Iraq reconstruction program, sev- 
eral government witnesses said at a 
Senate Foreign Relations Committee 
hearing on Wednesday. 

Of seven measures of public serv- 
ices performance presented at the 
committee hearing by the inspector 
general's office. «»ly one was above 
preinvasion levels. 

Those that had slumped below pre- 
war levels were electrical generatiwt 
capacity, hours of power available in 
a day in Baghdad, oil and heating oil 
production and the numbers of Iraqis 


Stow Progress 

Progress reports lor nearly every 
major area of Iraq's inirasiruciure 
were below prewar levels at the 
ertci of last year 
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Only the htwrs power avail^le 
to Iraqis outside Baghdad had in- 
creased over prewar values. 

In addition, two of the witnesses 
said they believed that an earlier es- 
timate by the World Bank that $S6 
blllim w>uld be needed ( 0 ^ rebuild- 
ing over the next several years was 
too low. 

At the same time, as Iraq's <^l ex- 
ports plummet and Ihe country re- 
mams saddled with tens of billions of 
dollars of debt, it Is unclear where 
that matey will come from, said one 
^ the witnesses, Joseph A. Christoff, 
director of tniemaiional affairs and 
trade at the Government Account- 
ability Office. 

And those may not be the most se- 
rious problems facing iraq's pipe- 
lines. storage tanks, power lines, 
electrical switching stations and oth- 
er structures, said Stuart w. Bowen 
Jr., the special inspector general for 
Iraq recoistruction, an independent 
office. 

In one sense, focusing on the plum- 
meting performance numbers 
"misses the point." Mr. Bowen said. 
The real question, he said, is whether 
the Iraqi security forces will ever be 
able to protect the infrasiruciure 
from insurgent attack 

"What's happened is that an inces- 
sant. an insidious insurgency has re- 
peatedly attacked the key infrastruc- 
ture targets, reducing outputs." Mr. 
Bowen said. He .iddcd that some of 
(he performance numbers had fluc- 
tuated above prewar levels in the 
past, only to fall again under the 
pressure of insurgent attacks and 
other factors. 

The chairman of the committee. 
Sen.icor Richiird G. l.ugar. Repub- 
lican of Indiana, began by billing the 
session as a way of deciphering how 
much of America’s original ambi- 
tions in the rebuilding program are 
likely to be lulfiUed with the amount 
of money that Iraq, the United States 
Congress and miernational donors 
are still prepared to spend on the 
task. 

This downsizing of expectations 
was striking given that $30 billwn 
American taxpayer money has al- 
ready been dedicated to the task, ac- 
cording to an analysis by Mr. Chns- 
(off of Che accointabiUty office. Of 
that money. $23 billiai has already 
been obligated to specific r^iutlding 
contracts, and $16 Inllion of that 
amount has been disbursed. Mr 
Christoff said. 



Stuan W. Bowerr Jr., right, yesterday with, from left, James R. Kunder: 
James Jeffrey, a State Department aide; and Joseph A. Chnstoff. 


Mr. Bowen's office has pointed out 
that another $40 billion in Iraqi oil 
money and seized assets of Saddam 
Hussein’s regime was also made 
available for reconstruciion and oth- 
er tasks at one time or another Last 
week, Rt^rt J. Stein Jr., one of four 
former United States government of- 
ficials in Iraq who have been ar- 
rested in a bribery and kickback 
scheme involving that money, plead- 
ed guilty (0 federal charges. 

Mr. Bowen pointed out in his test!- 


Shortfalls in public 
services are linked to a 
ceaseless ^insidious 
insurgency. * 


mony that the news cm reconstruc- 
tion in Iraq is not all bad. Despite the 
recent financing and performance 
shortfalls, the rebuilding program 
now seems to be much less ridden by 
fraud, corruption and chaos than u 
was m the early days when people 
like Mr, Stein were m charge. 

James R. Kunder, assistant ad- 
ministrator for Asia and the .Near 
East at the United States Agency for 
InternatKmai Development, in the 
State Department, emphasized 
things like what he called a 30 per- 
cent “potential increase" in electrici- 
ty output because of new and recon- 
ditioned power generators m I raq 

"We haw done a lot of reconstruc- 
tion work in Iraq over the last couple 


of years,” Mr. Kunder said. "Wc did 
not meet all of the goals, (he am- 
bitious goals, we originally intend- 
ed/’ he conceded. 

Mr. Christoff of the accounting of- 
fice said the latest numbers may ac- 
tually overstate how well Iraqis have 
been served by the reconstruction 
program. 

Water numbers, for example, often 
focus on how much drinkable water 
is geiicracod at central plants, he 
said. But he said 6S percent of that 
water was subject to leaking from 
porous distrltotion pipes, which 
often run next to sewage facilities. 

"So wc really don't know how 
many households get potable, drink- 
able water," Mr. Christoff said. 

Mr. Christoff also brought another 
now figure to the hearing: ho smd 
that on a recent trip to Baghdad, the 
American forces there had told him 
that they would need another $3,9 bil- 
lion to continue training and equip- 
ping Iraqi forces, in part so that they 
can better protect the infrasiruciure. 

The money would presumably be 
Included in a 2006 supplemental fund- 
ing request in which the Bush admin- 
istration has said it would ask for 
more money to support the conflicts 
in Iraq and Afghanistan, an official 
at the Office of Management and 
Budget said. The administration 
"told us it would include this type of 
expenses," the official said, adding 
that no total for Iraqi security forces 
has yet come directly from the White 
House. 

If the $3.9 billion that the Ameri- 
can forces believe they need is actu- 
ally appropriated, u would bring the 
total amount spent simply on train- 
ing and equipping the Iraqi Army 
and the police to about Si5 billion 
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Senator Conrad. Let me just ask you — this is from the New 
York Times from February 9th, and this was testimony by the Spe- 
cial Inspector General for Iraq Reconstruction before the Foreign 
Relations Committee. In that story, the lead paragraph is, “Vir- 
tually every measure of the performance of Iraq’s oil, electricity, 
water and sewage sectors has fallen below preinvasion levels” even 
though we have spent $16 billion of American taxpayer money on 
Iraq reconstruction. Specifically on percentage of drinking water 
before the war, according to the Inspector General, 50 percent had 
it before the war. Now only 32 percent do. 

On percentage with sewage service, 24 percent before the war, 
only 20 percent now. 

So who are we to believe? 

Secretary Rice. Let me give you the numbers. I have worked 
with the Inspector General and I actually went over his briefing be- 
fore he gave that briefing. He came and gave the same briefing to 
me. 

On potable water, millions of persons served prewar 5.5, 2005 av- 
erage 8.6. We hope by the end state, that 12.5 will be the case. 

Sewage, in millions of persons served, prewar about 0.5 average, 
in 2005, five. So the numbers have been going up on water and 
sewage. 

The problems, you are absolutely right. Senator, have been on oil 
and electricity. 

Senator Conrad. Wait, wait, wait. This is the Inspector Gen- 
eral’s testimony before the Foreign Relations Committee. He says 
yes, oil is down. Daily crude oil production down from 2.6 million 
barrels to 2.1. Daily heating oil production down from 5,000 tons 
to 1,700. 

But he says specifically drinking water, 50 percent had it before 
the invasion. Now only 32 percent do. Percentage with sewage 
service, 24 percent had it before the war and now only 20 percent 
do. 

Secretary Rice. I think this may be an issue of whether we are 
talking about delivery or capacity. We have increased the capacity 
for clean water for several million Iraqis and for 4 million Iraqis 
in sewage. 

Senator Conrad. Can I say to you though, what matters to peo- 
ple is getting it. And what the Inspector General said very clearly 
is that in virtually every measure the performance of Iraq’s oil, 
electricity, water and sewage sectors has fallen below preinvasion 
levels. We can improve capacity and that is great. But at the end 
of the day what matters to people is that they get it. 

Secretary Rice. That is true. Senator, but without improved ca- 
pacity more Iraqis are not going to get it. 

You are right, we have concentrated on improving the capacity 
to deliver these services. The reason that we now have moved from 
rather large scale reconstruction projects, as I say reconstruction 
with a large R, to smaller scale more local reconstruction projects 
is to make certain that there is also better delivery for Iraqis. 

Senator Conrad. Let me stop you there, if I can, because in this 
article it goes on to say in one sense focusing on the plummeting 
performance numbers misses the point. The real question is wheth- 
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er the Iraqi security forces will ever be able to protect the infra- 
structure from insurgent attack. 

That leads me to this question. This is an article that appeared 
in the Washington Times on December 3rd saying that “Funds may 
be lacking for ample Iraqi army... The U.S. general in charge of 
shaping an Iraqi army raised the prospect yesterday that the new 
Baghdad government will not have sufficient money” to fund the 
army envisioned by our Administration. 
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Funds may be lacking 
for ample Iraqi army 


By Rowan Scarborough 

THF WASHINGTON TIMES 


The US. general in charge 
of shaping an Iraqi army 
raised Ae prospect yesterday 
that the new Baghdad gov- 
ernment will not have suffi- 
cient money to fund the 10-di- 
vision army envisioned by the 
Bush administration. 

Since Iraq’s security is pro- 
jected to depend on an army 
of that size, it raises the ques- 
tion of whether Iraq will have 
the right size land force to 


allow large numbers of US. 
troops to go home after 2006, 
when the new government 
would start budgeting more of 
its defense needs. 

Army Lt. Gen. Martin 
Dempsey said plans are to 
create a 160,000-soldier army, 
tapping a pot of $10 billion in 
US. funds that also will be 
used for a police force, border 
guards, highway patrol, navy 
and an air force. 

“But they may not end up 

see WAR, page A5 
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Let me ask you this because this is a budget committee. As much 
as we are interested in foreign relations here — and I think every 
Senator is — our primary responsibility to our colleagues is budget 
matters. These things raise two questions in my mind that are di- 
rectly budget related. 

We have the Inspector General saying things are getting worse 
there across a broad metric of delivering services to people, even 
though we have provided a lot of money. In fact, I think we have 
approved downsizing of expectations. It says, in this story, it was 
striking given that $30 billion of American taxpayer money has al- 
ready been dedicated to the task. 

So the American people have been very generous already. And 
they are saying in this article that, according to the Inspector Gen- 
eral and other witnesses before the Committee, they need more 
than $56 billion for reconstruction. 

What of that amount do you think the American taxpayers will 
be asked to finance? 

Secretary Rice. Senator, let me say first that the taxpayers’ dol- 
lars that we have spent have modernized aspects of the Iraqi infra- 
structure. For instance, creating more capacity will allow us to de- 
liver more. The first is to create more capacity. 

Then you can deliver services. What we are now really focusing 
on is how to make that delivery work, which is why I think you 
will see, both in our budget request and in what will be a supple- 
mental request, that the focus is actually not on large funding for 
reconstruction projects. Rather, we are focusing on funding for pro- 
vincial reconstruction efforts that will be more decentralized, but 
will allow us to work with local governments to deliver services. It 
will focus more on creating capacity in the Iraqi ministries so that 
they can also deliver services. In effect, we have given them a real 
boost in the infrastructure itself, in helping to modernize it, help- 
ing to create its capacity. 

We are now going to have to work with others, and there are 
pledges from other countries that have not yet been paid, not yet 
been actually handed over to the Iraqis for infrastructure, that I 
think we will use it to help them to continue the infrastructure 
modernization. 

You will not see large numbers in our budget requests for further 
infrastructure projects. What you will see is funding for mainte- 
nance. You will see that we want to spend down the remaining 
money in the Iraq Reconstruction Fund (IRF-2). We have com- 
mitted that money. Finally, we want to have provincial reconstruc- 
tion efforts that will allow us to help the Iraqis to deliver services. 

Senator Conrad. Let me just say you need to mark me down as 
a skeptic. According to the Inspector General, he says by virtually 
every measure things are going in the wrong direction, not the 
right direction with respect to delivering services to people there. 
And they say the $56 billion is not going to be enough. This is the 
testimony before the Foreign Relations Committee. 

I tell you, I am very concerned that we are going to be asked for 
a boatload of additional funding. And as I have pointed out, things 
that are terribly important to my constituents, including essential 
air service being cut more than half. Rural Utility Service being cut 
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30 percent. There is an enormous challenge in the Middle East. We 
also face big challenges in our own Midwest. 

And I would say to you that this trajectory does not look good 
to me. And this notion that there is going to be a tremendous need 
for additional money, including for the Iraqi army, and we seem to 
be the ones that keep ponying up. We have to find a way to share 
this burden because I can tell you, patience is wearing thin. 

Secretary Rice. Thank you. Senator. 

I agree that we need to find a way to share the burden. In fact, 
we do have a significant amount of money that has been pledged 
to Iraqis that has not yet been appropriated to them. We need to 
work to get people to pay those pledges. Some of that money is for 
exactly the kinds of projects and you are talking about. 

But I want to be very clear, the United States has about $2.9 bil- 
lion remaining in the IRE. We intend to spend that, continue the 
spending on infrastructure of that money. We intend to use that 
money in smaller scale projects that will allow for more rapid deliv- 
ery. 

Our focus in this supplemental and in this budget is on making 
the Iraqis more capable of delivering their own services by working 
at the local level with provincial teams and working at the national 
level with ministry teams to make better use of the infrastructure 
that we have helped to provide. 

However, there are still problems. 

Senator Conrad. Could you say that again? Could you just edu- 
cate us here? When you say in the IRE, is that a term of art? 

Secretary Rice. I am sorry. That was in the Iraqi Reconstruction 
Fund. Sorry. 

Senator Conrad. It is referred to in that way? 

Secretary Rice. Yes, that is where the money was appropriated 
by the U.S. Congress. 

Senator Conrad. The thing that is so striking to me, I have had 
my staff every 30 days provide me with an update about how 
things are going with these matters. And every month I get these 
reports and things are not getting better. That is what is so strik- 
ing to me. 

And now we have the Inspector General coming up here and tes- 
tifying that in almost every one of these areas things haveten 
worse since before the war, and that the estimates of the cost are 
going up, up and away. And now they say there may not be the 
funds for the Iraqi army that we want to turn the responsibility 
for security over to. 

What is your anticipation there? Are they going to have the 
funds necessary to stand up an army that can provide security? 

Secretary Rice. Senator, I think the Iraqis and the new Iraqi 
government recognizes that one of their first responsibilities is 
going to be to provide security themselves. Yes, theoretically, you 
could end up with not enough money for the Army. But that is 
what budgeting is about and that is what programming is about. 
The Iraqis are going to have to budget and program hopefully with 
some help from others in the international community, as well, to 
be able to meet their security needs. 

They have two problems right now that we are helping them 
work on. One is that while it is true that oil revenue has been 
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down because even though oil production and export was at prewar 
levels in the summer, there have been insurgent attacks against 
the pipelines making much more difficult the export of oil, which 
is a huge source of revenue for the Iraqis. 

We are working to try and improve that situation so that oil pro- 
duction and oil export can go back up. 

The other piece of that is that the Iraqis are working to elimi- 
nate some of the subsidies that are a huge drag on their budget. 
They also have a number of debt relief pledges that when they 
have an IMF program, can be met. 

So there are sources of revenue for the Iraqi government. It is 
a matter of their budgeting and programming that they are going 
to have to meet to cover their security needs. 

I would expect that that is going to be a very important con- 
versation with the new government. 

Senator Conrad. My time has expired. I must say that I am in- 
creasingly skeptical when I look at the data that I am receiving 
about what is happening with the infrastructure of Iraq by vir- 
tually every measure. 

I was just handed another review — down, down, down. I will tell 
you, I think we have a huge problem on our hands here. If they 
do not have the funds to stand up the Army necessary to provide 
security to their people, it makes me extremely concerned about 
what will be asked of our people. I thank you. 

Chairman Gregg. Thank you. Senator Sessions, do you have a 
questions? We have about seven-and-a-half minutes left on this 
vote. 

Senator Sessions. I will try to be brief 

First, I would like to compliment you, Madame Secretary, on 
your commitment to review and transform the State Department. 
As a member of the Armed Services committee, the Defense De- 
partment is intensely reviewing its investments and how it spends 
its money, what its priorities are, what the future will look like, 
and trying to configure that department to meet those challenges. 

The State Department does not have weapons systems and 
things of that nature. But likewise, I think it is healthy that you 
are challenging, asking people where you really need embassies, 
where you need to have people stationed. 

And you may get push back from Congress or from people who 
prefer to be stationed in Germany than some Third World country. 
But you have to make those decisions. And I hope that if you do 
that you ask for support from this Congress. I think you will get 
it. 

I am also pleased that you are requesting funds for democracy 
in Iran. It was not too long ago that I met an Iranian who fled Iran 
and he was so sincere. It just really brought tears to your eyes to 
talk about his love for his country and the difficulties that they 
have, his belief that so many of the people there want a better life, 
they want freedom. And I think that is a policy we should encour- 
age. 

And I think the President, by saying this openly and appealing 
to the people of Iraq, we are not hostile to them but we want them 
to simply have a better life, a freer life, that it is the right thing. 
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You have been asked about the Iraq war and the reconstruction 
effort. Fundamentally I guess — I would ask you this way. 

The State Department’s responsibilities now include the infra- 
structure and the political progress in Iraq in trying to work with 
the new government of Iraq and assist them and encourage them 
to do things that would be in the long-term best interest of that 
country. The military is challenged and oftentimes have to carry 
the load, but they are executing policies that are consistent with 
the State Department policies; is that correct? 

Secretary Rice. Yes, absolutely. 

Senator Sessions. In other words, this is a sovereign, Iraq, now. 
We relate to Iraq through the State Department, our Ambassador, 
not by a military force that operates on its own will throughout 
that country; is that correct? 

Secretary Rice. Absolutely, Senator. What happens is that, first 
of all, we have found in a number of parts of the world, and Iraq 
is one and Afghanistan is another, that the strong integration of 
our military and political efforts, our military and diplomatic per- 
sonnel, has to really be achieved. So you will not see a closer work- 
ing relationship than between Ambassador Khalilzad and General 
Casey. They are joined at the hip. You rarely see one without the 
other these days. 

That gives us the ability to deal with the Iraqi government in a 
way that unifies what we need to do to continue to defeat the in- 
surgency, with what we are trying to do to build the new Iraqi 
state. 

You need to vote. I will stop there. 

Senator Sessions. Thank you. 

I would just say that Secretary Rumsfeld was complimentary of 
the relationship. But as Chairman John Warner mentioned in our 
last hearing with the Secretary, that we talk about jointness within 
the military. We need a jointness within State, Commerce, Defense 
and within DOD as we deal with these complex issues. And I hope 
that you will work toward that. 

Thank you, Mr. Chairman. 

Chairman Gregg. Thank you, Madame Secretary. 

We have a vote on. You have been very generous with your time. 
I do not think you should have to sit here and wait for Senators 
to arrive after the vote. So we are going to adjourn the hearing and 
we appreciate the input. 

More importantly, we appreciate the job you do for this country. 
You are an exceptionally good spokesperson and manager of the 
diplomatic affairs of our Nation and we are very fortunate to have 
you as a public servant. Thank you. 

Secretary Rice. Thank you very much. Senator. 

Chairman Gregg. The hearing is adjourned. 

[Whereupon, at 10:45 a.m., the hearing was concluded.] 

PREPARED STATEMENTS 
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Statement of Michael B. Enzi 

Senate Budget Committee Hearing; 

The President’s Fiscal Year 2007 Budget Proposal 
The Honorable Condoleezza Rice 
February 16, 

Thank you, Mr. Chairman. 

First, let me welcome and thank Secretary Rice for testifying before the Budget 
Committee today. Between this hearing today and your testimony before the 
Senate Foreign Relations Committee yesterday, it looks like you have had a busy 
week on Capitol Hill. Before I go any further, I wanted to recognize your 
leadership as America’s top diplomat. As we continue to fight the War on Terror, 
you recognize how crucial it is to continue to work with the international 
community to bring peace and stability to some of the most volatile regions. You 
have done a great deal to advance our nation’s priorities abroad. 

I am also pleased to hear that you are looking into moving people and resources 
in our diplomatic corps in reaction to the change in the types of threats we face. 
America now faces a much larger threat from smaller, rogue groups instead of 
the historical nation-state actors. I was surprised to hear that the United States 
currently has as many diplomats in Germany that we have in India. We see our 
military evolving to meet post Cold War threats and I am pleased to hear that the 
State Department is changing as well. This is a difficult process, but one that is 
essential for the security of our nation. 

You are in a unique position this year as the head of one of the very few 
agencies that received an increase in President Bush’s Fiscal Year 2007 budget 
proposal. As you know. International Affairs discretionary programs received an 
1 1 .4% increase. Although I am a strong proponent of fiscal responsibility, I 
recognize the need to support efforts to make the world a safer place to live. 

Specifically, I am pleased that the President’s budget request included $22 7 
million for the African Development Foundation (ADF). I have been extremely 
impressed by this organization and its ability to partner with individual nations to 
address the needs of their citizens. 

In Fiscal Year 2005, the Foundation’s budget of $18.8 million helped 227 
business enterprises create or sustain 1 12,000 jobs, generate more than $40 
million in revenues, and deliver more than $21 million in goods to global markets 
This year, ADF will begin to implement a new five-year strategic plan that 
ensures that the Foundation has both a larger resource base to fund projects and 
is effectively creating new projects in areas of greatest need. This new plan is 
premised upon ADF identifying new ways to leverage additional funds from the 
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private sector and from African governments to significantly expand its highly 
successful programs. ADF is taking a good and solid approach to development 
that I hope our other development agencies will look to ADF as an example of 
successful development. 

In addition, I will continue to follow the progress being made on the Capital 
Master Plan for the renovation of the United Nations headquarters. I share my 
Senate colleagues’ concerns about the increasing costs of plan, but I am also 
concerned about the safety and security issues for the United Nations complex if 
no renovations are made. The State Department and the U.S. Mission to the 
United Nations have been playing an important role in the progress of renovation 
plans. I would encourage you to keep meeting with interested members of 
Congress to ensure we can support the project and increase the safety of the 
building with realistic and sound financial practices. 

Thank you again for agreeing to testify in front of this committee today. 
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Questions for the Record Submitted to 
Secretary of State Condoleezza Rice by 
Senator Pete Domenici (#1 & #2) 
Senate Budget Committee 
February 16, 2006 


Question : 

Secretary Rice, I have heard complaints about the resources available at 
India Consulates. I am told there is a 4- or 5-month backlog for interviews 
of visa applicants. 

1) Are you aware of the long delays in obtaining such appointments? 

2) What are your plans to address this backlog so that companies can 
plan for future business activity? 

Answer : 

We are aware of the delays and are addressing them through increased 
staffing and streamlined procedures. The Bureau of Consular Affairs closely 
monitors the wait times for visa interview appointments at all posts, and has 
been actively engaged with the India posts to address their backlog. The 
backlog in India is due to an ever-increasing demand for visa services which 
is difficult to keep pace with. We have, however, begun to see the results of 
initiatives taken to reduce wait times, including two new contracts 
implemented in October 2005 to provide information, schedule 
appointments, and facilitate off-site fee collection at all our posts in India. 
The new procedures are more efficient, provide greater accountability, and 
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permit better internal control over the types of cases given priority. Special 
procedures are in place to give priority to students, exchange visitors, and 
certain business travelers. 

In addition, consular staffing for the India posts has vastly improved 
over the past two years. A significant number of new positions have been 
added and more are plaimed. In addition, we have provided temporary 
assistance to boost capacity and cover staffing gaps. To better manage 
workloads among the various posts, India has also been designated as a 
single, countrywide consular district for visa adjudication, which allows the 
four posts to offer appointments and shift officers to address workload 


surges. 
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Question for the Record Submitted to 
Secretary of State Condoleezza Rice 
Senator Pete V. Domenici (#3) 
Senate Budget Committee 
February 16, 2006 


Question : 

Secretary Rice, I want to thank you for all your help last year in pushing 
through the MOX negotiations with Russia. We have an agreement that has 
been initialed by both the U.S. and Russia and the final agreement is 
working its way through the Russian bureaucracy for a signature later this 
spring. 


1) Can you give me a status update as to when the final agreement 
will be formally signed with the Russian Foreign Minister? 

Answer : 

The Russian Government still has some formalities to complete 
before signing the liability protocol for plutonium disposition, and has yet to 
give us a specific date. However, Russia has assured us that it intends to 
sign the text that was agreed upon last July. (The United States has been 
prepared to sign the protocol since August.) 


While we are disappointed with the delay in signing, it is important to 
note that this is not impeding any significant U.S. -Russian cooperation in 
this critical undertaking. The Russian Federation just recently completed its 
year-long review of Russia’s disposition program, during which time most 
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cooperation was necessarily suspended, and we are now actively engaged 
with Russia on exploring program directions that will gamer Russian 
commitment, political as well as financial. The absence of such 
commitment since 2000 has been the major factor accounting for the delays 
in this cooperation. 
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Questions for the Record Submitted to 
Secretary of State Condoleezza Rice by 
Senator John Cornyn (#1) 

Senate Budget Committee 
February 16, 2006 


Question: 


Secretary Rice, you recently announced with Secretary Chertoff the Joint 
Vision for Secure Borders and Open Doors. As part of this initiative, you 
announced that the Department of State will begin issuing passport cards - a 
cheaper alternative to the passport - that would allow U.S. citizens to 
comply with the new document requirements that go into effect for land 
borders in 2008. I applaud that announcement, but I am concerned about 
your Department’s ability to issue a sufficient number of passports - and 
new passport cards - by the end of 2007. Could you please describe what 
efforts your Department is taking to meet the deadlines and whether the U.S. 
Senate needs to consider an extension of that deadline for the land border 
environment? 

Answer: 


To help meet the expected surge in demand for U.S. passports, the 
Department has underway a multi-year effort to increase our passport 
adjudication and production capacity. In FY 2003, we processed fewer than 
7 million passports. That number grew to more than 10 million in FY 2005; 
we expect it to increase to a sustainable level of 17 million in FY 2008. 

With support from the Congress, we have been able to secure funding 
necessary to meet this increased demand, including by receiving authority to 
hire in FY 2005 an additional 105 staff to adjudicate the increased number of 
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passport applications. To meet continuing growth, we expect to add 130 
government staff in FY 2006, and another 89 in FY 2007. These employees, 
who manage our passport function and provide adjudication services, are 
aided by large numbers of contract staff who handle those functions that are 
not “inherently governmental”. 

The Department has also begun transitioning its Charleston Passport 
Center (CPC) to an adjudication center. Later this year, CPC will cease 
passport production and concentrate solely on adjudicating passport 
applications only. The facility will operate at least two shifts per day plus 
routine weekend work to help meet the demand for passports. At the same 
time, the Department will stand up a passport production facility that will 
serve as a passport book personalization center. We have already solicited 
proposals from private vendors to supply and operate, with government 
oversight, such a facility (or facilities). Production center(s) will be 
responsible for “personalizing” the passport, i.e., printing the data page, 
performing quality control functions, and mailing the passports to customers. 
We also intend to use this facility to produce passport cards. We expect 
startup of the book personalization center during the 4* quarter of CY 2006. 
We anticipate that these actions will result in greater efficiencies that, 
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coupled with additional staff, will permit us to continue providing first-rate 
customer service. 
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Questions for the Record Submitted to 
Secretary of State Condoleezza Rice by 
Senator John Cornyn (#2) 
Senate Budget Committee 
February 16, 2006 


Question: 

Secretary Rice, your Department works closely with the Department of 
Homeland Security to ensure that other countries facilitate the repatriation of 
their nationals after they have been ordered deported from the United States. 
For example, when the Department of Homeland Security apprehends 
Central American nationals on the Southern Border, it is necessary to obtain 
travel documents from the home country before the U.S. can remove the 
aliens. The Department of Homeland Security has recently begun video 
teleconferencing with Honduras to speed up the travel document issuance, 
but delays still exist with other countries. What steps is the Department of 
State taking with respect to those other countries? 


Answer: 

The issue of the removal of criminal deportees is one where the 
Department of State and the Department of Homeland Security have a very 
close working relationship. Aliens who have been incarcerated in the United 
States often do not have the identity documents that would allow us to return 
them to their home country under an order of deportation. In most instances, 
the Department of Homeland Security is able to secure documentation in a 
regular manner from the Embassies or Consulates of these individuals. 
However, there are a number of countries where the issuance of these travel 
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documents is delayed. Working with the Department of Homeland Security, 
Department of State officials both overseas and here at home approach 
officials of foreign governments to encourage them to issue documents. An 
officer from the Department of Homeland Security, Immigration and 
Customs Enforcement, Office of Detention and Removals, is detailed to the 
Department of State to ensure the most effective possible cooperation 
between our two departments as we approach foreign governments on this 
issue. 

State and DHS have identified several countries of particular concern, 
due either to the large number of criminal deportees awaiting deportation or 
the lack of responsiveness by the foreign government in issuing the 
necessary travel documents. Both Departments are working directly with 
the countries involved to secure rapid issuance of the necessary documents. 
We are engaged in a regular series of meetings with several foreign missions 
to press them on the need to come forward with these travel documents, and 
to offer our assistance in processing these individuals. While we have had 
some success, it has come slowly. We aim to resolve these issues through 
diplomatic means, but we also have other tools at our disposal, including the 
provisions of Section 243(d) of the Immigration and Nationality Act, which 
allows us to impose visa sanctions, under some circumstances, to encourage 
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governments to meet their responsibilities to accept the return of their 
citizens. 
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Questions for the Record Submitted to 
Secretary of State Condoleezza Rice 
Senator John Cornyn (# 3) 
Senate Budget Committee 
February 16, 2006 


Question: 

I have been watching with growing concern the recent presidential elections 
in Latin America. These elections have produced an undeniable leftward 
trend as well as increased anti-American sentiment. Please explain how we 
can justify a 4.3 percent cut in foreign aid funding to the region at this time. 

Answer: 

Foreign assistance for the region has nearly doubled since the start of 
this Administration, from $862,452,000 in FY 2001 to $1,696,841,000 in FY 
2007. Although the FY 2007 request for Latin America represents an 
overall decrease of one percent from the FY 2006 request, it does not reflect 
a reduced commitment to Latin America. We have prioritized our foreign 
policy goals against available resources and competing demands for 
assistance. For example, a reduction for middle income countries where the 
need is not as great allows us to increase assistance in areas such as Africa, 
where the need is greater. Moreover, in addition to FY 2007 foreign 
assistance, we will be providing Millennium Challenge Coiporation (MCC) 
funding to Nicaragua, Honduras, and Paraguay. Since the MCC was 
established in 2004, it has approved compacts for Nicaragua ($175 million) 
and Honduras ($215 million). On February 8, MCC’s Board approved a $37 
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million program for Paraguay as a Threshold Country. MCC funding has 
increased the total resources available to the region. 
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Question for the Record submitted to 
Secretary of State Condoleeza Rice by 
Senator John Cornyn #4 
Senate Budget Committee 
February 16, 2006 


Question #4 

I continue to be concerned with securing federal information systems. The 
federal government collects and manages a vast amount of information and 
much of it is sensitive or personal in nature. In addition, the systems that 
maintain that information are increasingly interconnected. Therefore, there 
is a growing risk of unauthorized access to these systems and information. 

The Federal Information Security Management Act of 2002 (FISMA) 
requires federal agencies to annually report on their information security 
efforts to OMB. The subsequent “Federal Computer Security Report Card” 
that GAO developed based on the information form the reported information 
gave the Department of State a grade of “F” in 2002, “F” in 2003 and “D+” 
in 2004. 

a) While the Department’s Grade has gotten better there still seems to be 
room for improvement. Generally, what efforts has the agency undertaken 
to improve its FISMA performance? 


Answer; 

The State Department is encouraged that the House Committee on 
Government Reform recognized State last year as the agency with the single 
largest improvement in its numerical FISMA score, with a gain of more than 
30 points. More work needs to be done to manage our inventory of 
information technology assets, including contractor systems more 
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effectively. Once resolved, we expect that we will achieve higher FISMA 
grades. 

Some of the efforts the Department has undertaken to improve our FISMA 
performance include; 1) appointing a Chief Information Security Officer to 
provide centralized, management attention to information security, 2) 
improving our inventory of applications and certifying and accrediting them 
to rigorous standards, 3) creating of an industry certification for staff 
members conducting certification and accreditation based on the 
Departments reputation for excellence in conducting these reviews, 4) 
instituting and maintaining Plans of Actions and Milestones (POAMs) to 
track progress in resolving identified information security weaknesses and 5) 
asserting a leadership role among all government agencies in threat 
assessment, incident detection, and incident response. 

The Department’s Bureau of Diplomatic Security’s Cyber Threat 
Analysis Division (CTAD) received the National Security Agency’s 2005 
Rowlett trophy. This award is given annually to the U.S. Government 
organization that makes the most significant contribution to the 
improvement of national information systems security, operational 
information assurance readiness. 



331 


Question for the Record submitted to 
Secretary of State Condoleeza Rice by 
Senator John Cornyn #4 
Senate Budget Committee 
February 16, 2006 


Question #4 fb) 

What is the status of the Department’s efforts to inventory information 
systems? 

Answer: 

The Department established a Department-wide inventory of 
information systems beginning in 2003 with an examination of our 
stovepiped inventories. We have reconciled our data with 0MB 
requirements and now have a web-based tool to maintain and manage the 
inventory of information systems and is linked to the approval/procurement 
process for new systems. 


The Department’s CIO continues to work closely with both 0MB and 
the Inspector General to ensure that all applicable requirements are 
effectively addressed. As a result, this inventory tool is being updated and 
refined, where necessary. In addition, the Department will invest in 
technological solutions that assist discovering any unreported assets. 
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Question for the Record submitted to 
Secretary of State Condoleeza Rice by 
Senator John Cornyn #4 
Senate Budget Committee 
February 16, 2006 


Question 4 (cl 

What is your guidance to management personnel on the importance of 
protecting information and networks? 

Answer: 

The Department has a comprehensive training program for 
information security responsibilities, from an on-line computer security 
awareness course covering topics such as Department computer policies, 
phishing and online safety up to a two hour course for staff at the Assistant 
Secretary level focused on their responsibilities relating to protecting 
information and information systems under their purview. 

We continue to refine and improve the delivery of our awareness 
training and are evaluating a very successful product used by USAID, “Tips 
of the Day,” to assist in this effort. This product enhances our awareness 
program by providing the ability to reach out to all staff on a daily basis with 
a message tailored to the employees’ role. 
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In addition, the Department’s Certification and Accreditation program 
reinforces the significance and importance of information security to 
management personnel. Balancing the risk of exercising un-assured 
business activities against the information assurance processes and their 
underlying security requirements is a senior management responsibility. 
Therefore, system ownership for the purposes of information system 
certification and accreditation is always assigned to a senior executive 
within the bureau operating the information system or application. 
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Question for the Record submitted to 
Secretary of State Condoleeza Rice by 
Senator John Cornyn #4 
Senate Budget Committee 
February 16, 2006 

Question #4 (dl 

What ongoing activities are you pursuing to ensure that information security 
practices are followed throughout the agency? 

Answer: 

The Department, under the leadership of the CIO and CISO, developed a 
comprehensive information system security program plan that identifies the 
laws, regulations, and policies for the Department offices that support these 
authorities. This program provides a central repository of all relevant and 
applicable information, which promotes and advances information security, 
to operational security and compliance reporting efforts. The primary goal 
is and will remain to capture an overall picture of operational security efforts 
and where possible, integrate Federal compliance reporting. The integrated 
operation will mature from disparate information security and assurance 
functions to a mature risk managed operation that is centrally coordinated. 
This transformation will result in; 

• Reduction in costs for operational security and compliance 

• Improved security posture for the Department 

• Increased compliance with Federal mandates 
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• Quality evidence through compliance reporting and 3"^^ party 
reviews 

• Combined and efficient management process for information 
security 

The Department continues to certify and accredit major application 
and general support systems as required by FISMA. This process ensures, 
via independent review at least once every three years that information 
security requirements are met. As part of the C&A program, a new Site 
Evaluation and Verification (E&V) Program has been established in order to 
enhance the protection of the Department networks and computing resources 
as well as to provide the CIO, the CISO and senior managers periodic 
assessments of cyber security at domestic and overseas locations. By 
conducting targeted checks for compliance with configuration standards and 
scanning frequently for potential weaknesses, the Site E&V Program enables 
the Department to monitor its security gaps and help ensure that system 
owners fulfill their authorization obligations. The Evaluation and 
Verification process also bolsters the Department’s ability to address key 
FISMA requirements regarding the periodic testing and annual evaluation of 
security policies and procedures. 
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The Department’s Cyber Security Incident Program (CSIP) went 
into effect January 1, 2006. The CSIP enhances the protection of the 
Department of State's Sensitive But Unclassified cyber infrastructure 
(OpenNet+) by identifying, evaluating, and assigning responsibility to 
employees who breach or fail to comply cyber security requirements. 
Patterned after the Security Incident Program for the mishandling of 
classified information (12 FAM 550), the CSIP makes employees aware of 
their individual cyber security responsibilities and deters unauthorized 
activity. The CSIP applies to all users of Department networks. 

To date, the Department has identified 52 incidents, all of which fall 
under the violation category, and which break out as follows: 37 incidents 
of unapproved software, 5 incidents of prohibited hardware or electronic 
devices connected to OpenNet+, 3 incidents of improper access to Internet 
sites or services, 6 incidents of downloaded malicious code and 1 non- 
compliance with critical security configuration. Although, January 1st 
through June 30, 2006 is an amnesty period, employees are notified of the 
incident that has occurred, what computer security policy they have violated, 
the referral actions that would be taken if the amnesty period were not in 
effect (i.e., to Human Relations/Employee Relations for disciplinary action 
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and to Diplomatic Security for security clearance/investigation review) and 
referral to our website to review the remedial training module. We are using 
this six months to emphasize education and to fine-tune the reporting 
mechanisms and roles and responsibilities of the ISSOs (Information System 
Security Officers) and RSOs (Regional Security Officers). This effort is 
proceeding well and we will be providing periodic reports on incident stats 
via Department Notices and worldwide cables in a continuing effort to 
maintain a high level of computer security awareness. 

Integral to both the Site Evaluation and Verification efforts and the Cyber 
Security Incident program is the local Information Systems Security officer. 
The Department is currently enhancing its Information Systems Security 
Officer program to pursue professionalization of the increasingly important 
job of protecting government systems and data. As we have transitioned 
from a collection of closed networks to an open, worldwide network, the 
Department has worked tirelessly to keep Information Systems Security 
Officers in the field informed of the latest vulnerabilities and mitigation 
techniques. ISSOs ensure security policy is consistently applied and 
enforced; maintains the security posture of the information systems and sites 
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under their purview; serves as the first responder to security incidents and 
performs cyber security awareness training for staff at their facilities. 
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Question for the Record Submitted to 
Secretary of State Condoleezza Rice by 
Senator Robert Menendez (#1) 
Senate Budget Committee 
February 16, 2006 


Question : 

Secretary Rice, the State Department is a member of CFIUS. What were 
your recommendations on this deal? Did you express concerns over Dubai’s 
history and concerns about terrorism? 

According to Treasury’s website on CFIUS, the President can block a 
foreign acquisition of a US corporation if he finds: 

• There is credible evidence that the foreign entity exercising control 
might take action that threatens national security; and 

• The provisions of law, other than the International Emergency 
Economic Powers Act, do not provide adequate and appropriate 
authority to protect the national security. 

When your team reviewed these standards, which I assume they did, what 
assessment did they make? 

I am concerned about the transparency of the decision process. Can you 
explain exactly how these decisions are made, how relevant public officials 
and the public [are] informed before these decisions are made? 

Answer : 

The State Department has a rigorous review process for all CFIUS 
transactions. Every transaction is sent for scrutiny and analysis to experts in 
international security, defense trade, nonproliferation, intelligence, terrorism 
finance, and political-military affairs, as well as the appropriate regional 
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specialists. In this case, those included staff from our Office of Arabian 
Peninsula and Iran Affairs. In addition, we brought in experts on maritime 
transport and security. All of these experts looked at the proposed 
transaction from various angles, considering the possibility of terrorist 
activity. They were aware of the history of our relationship with the United 
Arab Emirates (UAE), including past shortcomings (such as recognition of 
the Taliban regime in Afghanistan prior to 9/1 1) as well as its exemplary 
support for the United States in the global war on terror, the UAE’s 
assistance to U.S. and coalition forces, its help in tracking and shutting down 
terrorist financing networks, and its participation in port security initiatives 
such as the Container Security Initiative and the Megaports Initiative. 

Our experts also liaised with the Department of Homeland Security 
and recognized that U.S. government agencies would continue to exercise 
full authority over all aspects of port security and that Dubai Ports had 
agreed to honor all of the security agreements signed by P&O. At the 
conclusion of this review, the State Department determined that there were 
no outstanding national security issues. 

We are certainly aware of the strong interest in a better process to 
keep Congress informed about CFIUS, and we are currently assessing ways 
to enhance our efforts in this regard. 
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Question for the Record Submitted to 
Secretary of State Condoleezza Rice by 
Senator Robert Menendez (#2) 
Senate Budget Committee 
February 16, 2006 


Question : 

Secretary Rice, we all recognize that we are in a crisis with Iran. Just this 
week, we learned that Iran has resumed uranium enrichment at their main 
plant in Natanz, a step in building a nuclear weapon. Iran has, at times, 
threatened to withdraw from the nuclear Non-Proliferation Treaty, has 
curtailed IAEA access, continues to break promises, and lie about their 
nuclear activities. 

• If the Security Council fails to impose sanctions, what are your plans 
for Iran? Would you consider a plan to have the U.S., Europe, and 
other countries impose sanctions, without the Security Council? 

• If so, how would this impact the international oil market? How 
would these sanctions impact Iran? How would OPEC states react? 

Answer : 

We are confident that a strong majority of UNSC members recognize 
the imperative of the Security Council addressing the threat posed by Iran’s 
pursuit of a nuclear weapons capability, and agree that the UNSC should 
reinforce the ongoing efforts of the IAEA. We expect the UNSC to take up 
the Iran issue in March, after the IAEA Board of Governors discusses Iran 
the first week of March. For some time we have been consulting 
transparently and constructively with other Security Council members on 
how the Security Council might address the Iran issue. We are encouraging 
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the Security Council, as an initial step, to adopt a Presidential Statement 
(PRST) that calls on Iran to comply folly with the IAEA Board’s repeated 
requests, including resuming a foil suspension of all enrichment-related and 
reprocessing activities, cooperating folly with the IAEA, ratifying promptly 
an Additional Protocol, and provisionally implementing the Additional 
Protocol pending its ratification. 


Such a statement from the Security Council, which lends the Council’s 
weight to the IAEA’s efforts in Iran and the IAEA Board’s calls on Iran, 
would add significant pressure on the Iranian regime to comply. However, 
if Iran defies such a UNSC request as it has defied the past nine IAEA Board 
resolutions, we would expect the Council to consider taking additional 
measures to increase pressure on Iran to comply. 


We have made clear that in raising pressure on the Iranian regime to 
abandon its nuclear weapons intentions and activities, we do not seek to 
harm the Iranian people. We hope the international community can 
persuade the Iranian regime to end its pursuit of a nuclear weapons 
capability before the UNSC is forced to take serious measures. But if Iran 
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defies the UNSC, as it has defied the IAEA Board, we would join with the 
EU3 and others in instructing the UNSC to use the full range of its authority 
to compel Iran to change course. Most members of the UN Security Council 
clearly agree with this approach. 


We are currently examining a number of options for applying greater 
pressure on Iran, independently of action by the IAEA and the UNSC. For 
example, we are encouraging countries that maintain relations with Iran to 
use what leverage they have - diplomatic, political, even economic and 
commercial - to persuade Iran to change course. We expect other countries 
will take steps to do so. 

Regarding the impact of global measures against Iran on world oil 
markets, I don’t want to speculate on hypothetical scenarios. Obviously, 

Iran is a major oil producer, and withholding its crude from market would 
have an impact on world prices. It would also have a significant impact on 
the Iranian economy. As the International Energy Agency (lEA) has pointed 
out, however, consuming countries hold significant strategic petroleum 
reserves, which could be used to mitigate the impact on world markets. 
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Questions for the Record Submitted to 
Secretary of State Condoleezza Rice by 
Senator Robert Menendez (#3) 
Senate Budget Committee 
February 16, 2006 


Question (Part 11 : 

I would also like to point out that Iran seems to be in the process of making 
friends in our own neighborhood. Apparently, Iran has said that it would 
like to help Venezuela develop a “peaceful” nuclear program and has held 
friendly talks with both President Chavez and newly elected President 
Morales in Bolivia. I would also note that Venezuela voted against referring 
Iran to the Security Council and is developing a close relationship with 
Hamas. 

o How does the Administration plan to deal with this issue in our 
relationships with Venezuela and Bolivia? 


Answer : 

The Administration has made clear to the Government of Venezuela, 
both privately and publicly, that cultivating ties with Iran undermines its 
democratic credibility in the eyes of the international community. This is 
especially so at a time when the international community — led by the 
United States, the European Union, Russia, and China — is united in our 
effort to get Iran to honor its obligations under the Nuclear Non Proliferation 
Treaty. Assistant Secretary Shannon conveyed this message to the 
Venezuelan Ambassador on February 14 as well as our concerns about 
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Hamas. The U.S. Embassy in Caracas has also made this clear to officials in 
Venezuela. Ultimately, the Venezuelan government has a choice to play a 
constructive role internationally or to side with undemocratic regimes. 

Regarding Bolivia, we had seen press reports that in January 2006, 
then president-elect Evo Morales was considering stopping in Iran as part of 
a pre-inauguration tour to nations in the Western Hemisphere, Europe, and 
Asia. He did not visit Iran on that tour. If the Government of Bolivia were 
to cultivate ties with Iran, it would complicate our relationship. 

Question (Part 21; 

Given the Administration’s decision to slash development funding to Latin 
America, what is the U.S. doing to improve our influence in the hemisphere 
so we can unite our neighbors in the fight against nuclear non-proliferation? 

Answer: 

Foreign assistance for the region has nearly doubled since the start of 
this Administration, from $862,452,000 in FY 2001 to $1,696,841,000 in FY 
2007. Although the FY 2007 request for Latin America represents an 
overall decrease of one percent from the FY 2006 request, it does not reflect 
a reduced commitment to Latin America. We recognize the need to expand 
outreach efforts and this year will continue our public diplomacy initiatives 
aimed at Latin American publics to widen support for U.S. policies in the 
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region. We will also engage in vigorous counter-programming to debunk 
Cuban and Venezuelan populist myths while showcasing the USG’s 
sustained efforts to improve the lives of millions in the Hemisphere. We 
have an excellent non-proliferation record in this hemisphere. Beginning 
with the Treaty of Tlatelolco, this Hemisphere has played a leadership role 
in nuclear non-proliferation. All of the countries in the Hemisphere are 
parties to the Nuclear Non-Proliferation Treaty and no countries, other than 
the United States, have nuclear weapons or active programs to develop them. 
We continue to support a Summit of the Americas-mandated Experts Group 
on Confidence and Security Building measures, including sponsoring 
workshops and seminars on development and implementation of a new 
generation of confidence and security building measures to strengthen 
civilian control of the military and address emerging transnational threats to 
security, thereby fostering a climate of trust, transparency, and cooperation 
in the Hemisphere. 
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Question for the Record Submitted to 
Secretary of State Condoleezza Rice 
Senator Robert Menendez (#4) 
Senate Budget Committee 
February 16, 2006 


Question : 

Russia and China agreed to report Iran to the UN Security Council on the 
condition that immediate sanctions were not imposed. Iran will also be 
meeting with Russia next Monday about Russia’s offer to enrich uranium for 
Iran. 


• If Iran decides to reject Russia’s offer yet again, how does the 
Administration plan to get both Russia and China on board to take a 
hard stance against Iran’s nuclear activities, given their economic ties 
to Iran? 

• If Iran continues to string Russia and the rest of the world along with 
negotiating the enrichment deal, how long is the United States willing 
to wait? 

Answer : 

As the UN Security Council takes up the Iran issue, we hope that 
discussion will shine a spotlight on Tehran’s nuclear program. We remain 
committed to working with Russia, China, India, the EU3 and EU, and 
others as we enter this new phase of diplomacy at the UNSC. We expect the 
UNSC will now seek to reinforce the IAEA’s ongoing efforts in Iran and 
lend its weight in calling on Iran to take the steps that the IAEA Board of 
Governors has repeatedly called on Iran to take. The specifics of UNSC 
action will depend on the active consultations among Council members. 
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We are encouraging the UNSC, as an initial step, to issue a formal call 
for Iran to comply fully with the IAEA Board’s repeated requests, including 
resuming a full suspension of all enrichment-related and reprocessing 
activities, cooperating fully with the IAEA, and ratifying promptly the 
Additional Protocol. This would reinforce the ongoing efforts of the IAEA 
and lend the Council’s weight to the IAEA Board’s calls on Iran to take 
steps to rebuild confidence. 

If Iran defies the UNSC, as it has defied the past nine IAEA Board 
resolutions, we believe the UNSC should then consider additional measures 
to seek Iran’s compliance. As diplomacy enters this new phase, we are 
committed to working with others in the international community - 
particularly Russia and China - to seek a peaceful, diplomatic solution. 

Such a solution must include Iran giving up its pursuit of a nuclear weapons 
capability. 

Russia and China have been integral in efforts to persuade Iran to 
abandon its pursuit of a nuclear weapons capability. Russia and China both 
voted to support the IAEA Board’s February 4 resolution that reported Iran 
to the UNSC and have been engaged in active high-level diplomacy with 
Iran. We will continue to encourage Russia and China to explore what 
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additional bilateral measures they can take with Iran to help persuade Iranian 
leaders to change course. Both countries have significant commercial 
relationships with Iran, for example, which gives them leverage over Iranian 
decision-making. We continue to consult closely with Russia and China on 
this question, and we welcome their participation in the growing 
international consensus calling on Iran to renounce its nuclear weapons 
program. 
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Question for the Record Submitted to 
Secretary of State Condoleezza Rice by 
Senator Robert Menendez (#5) 
Senate Budget Committee 
February 16, 2006 


Question 

Why did the Administration not pressure President Abbas to forbid Hamas 
from participating in the election? 


Answer: 


Our commitment to democracy is not measured by the achievement of 
a particular electoral result; the evolution of democracy is a process, and that 
process does not always produce outcomes that are in accordance with our 
desires. Elections are just one part of the democratic process; with 
governing comes responsibility. And so what has happened in the 
Palestinian territories is an election that was free of violence, that was free 
and fair, but that brought to power a terrorist organization. Hamas, having 
won a clear victory over Fatah in the Palestinian elections, will now face 
new responsibilities and the decisions it takes will have consequences for the 
future of our relationship with the Palestinian Authority, the peace process. 


and our assistance in the Palestinian territories. 
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Question 

I understand that you said yesterday that you do not support any money 
going directly to the PA and that you are re-evaluating the Administration’s 
original budget request of $150 million to help Palestinian efforts to promote 
democratic reform, economic revitalization, and rule of law. What is the 
Administration’s next step? How do you plan to use this money? 

Answer: 

The President’s FY 2007 Budget includes a $ 1 50 million request for 
West Bank/Gaza in the State Department’s Economic Support Fund account. 
This request is under review through an inter-agency process, as is all other 
assistance to the Palestinians. The goal is to ensure that our assistance 
program continues to reflect U.S. policy goals in the wake of the Hamas 
victory in legislative polls, and is consistent with our obligation to ensure 
that no USG funds provide material support for Hamas, a designated Foreign 
Terrorist Organization. We are going through our programs on a case-by- 
case basis and we will advise and consult further with the Congress when 
that review is completed. Our FY 2007 request will be amended consistent 
with the outcome of the review of existing programs and our consultations 
with the Congress. 
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Question 

What is the Administration doing to help create a united front on funding to 
Hamas? 

Answer: 

Together with our Quartet partners, we have outlined a strategy based on 
both principle and pragmatism. The January 30 Quartet statement expressed 
our belief that the Palestinian people have the right to expect a new 
government to address their aspirations for peace and statehood. With 
governing comes responsibility. The Quartet stated that ftimre assistance to 
any Palestinian government will be reviewed against that government’s 
commitment to three principles: nonviolence, recognition of Israel, and 
acceptance of previous agreements and obligations. It is not possible to 
pursue a peaceful life while engaging in terrorism, nor is it possible to make 
peace with a country whose very right to exist is denied. Thus, we have 
placed the onus squarely on Hamas. Hamas will now have to bear 
responsibility for the decisions it makes and face up to the consequences of 
those decisions, which will shape the international community’s approach to 
issues involving the Palestinians and regional peace-making efforts. 
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As we review our own assistance programs, we have encouraged our 
partners in the international community to do the same, based on the 
principles set forth by the Quartet. The international community has a 
critical role to play as we move forward, and we are working to ensure that 
Hamas receives the consistent message that it must commit to the principles 
of nonviolence, recognition of Israel and acceptance of previous agreements. 

Until a new government is formed, we are cooperating with the international 
community to facilitate the work of the caretaker government. In the last 
month, we have worked with Arab governments and the international 
community to stabilize the finances of the Palestinian Authority and we are 
continuing to do so. In December Saudi Arabia and Qatar pledged 
additional support for the PA, thanks largely to the efforts of Quartet Special 
Envoy Jim Wolfensohn. We continue to maintain contact with President 
Abbas and Acting Finance Minister Jihad Al-Wazir to maintain the financial 
viability of the caretaker government. 
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Question for the Record Submitted to 
Secretary of State Condoleezza Rice by 
Senator Robert Menendez (#6) 
Senate Budget Committee 
February 16, 2006 


Question tPart A>: Year after year, the President continues to decimate 
fimding to the Western Hemisphere. And year after year, I stand before the 
Administration and ask why this Administration continues to ignore our 
neighbors in this region. This has been the third year in a row that I have 
had to raise this issue at the budget hearings. 

It is shocking to me that the President’s budget not only slashes core 
development funding to the Western Hemisphere by 2 1 .6%. And 
Development Assistance, in particular, was hit the hardest, with a cut of 
28.5%. 

o Why are you cutting the core development funds to the countries in 

our own neighborhood? 

Answer ; 

Decreases in Development Assistanee (DA) and Child Survival and 
Health (CSH) reflect USAID’s refocus of assistance to target greater relative 
need in Africa, shifted from middle income countries (e.g. Mexico), and 
MCA-eligible countries where the governments are proposing programs that 
overlap with those in traditional aceounts (e.g. Honduras and Nicaragua). It 
also reflects the overall reduction of the DA and CSH accounts (- $363 
million) from FY 2006 enacted levels. The Administration reduced funding 
for CSH, the “core” health account by $136 million. Most of this reduction 
is attributable to a reduction in the part of our contribution to the Global 
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Fund to Fight AIDS, TB, and Malaria that comes from the CSH account. 

The FY 2007 request for Latin America represents an overall decrease of 
one percent from the FY 2006 request. It does not reflect a reduced 
commitment to Latin America. 

Question (Part B): 

o Wiy are you cutting core development funding to fond MCA, when 

the President promised he would not do that? 

Answer: 

Foreign assistance for the region has nearly doubled since the start of 
this Administration, from $862,452,000 in FY 2001 to $1,696,841,000 in FY 
2007. Although the FY 2007 request for Latin America represents an 
overall decrease of one percent from the FY 2006 request, it does not reflect 
a reduced commitment to Latin America. We have prioritized our foreign 
policy goals against available resources and competing demands for 
assistance. For example, a reduction for middle income countries where the 
need is not as great allows us to increase assistance in areas such as Africa, 
where the need is greater. Moreover, in addition to FY 2007 foreign 
assistance, we will be providing Millennium Challenge Corporation (MCC) 
funding to Nicaragua, Honduras, and Paraguay. Since the MCC was 
established in 2004, it has approved compacts for Nicaragua ($175 million) 
and Honduras ($215 million). On February 8, MCC’s Board approved a $37 
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million program for Paraguay as a Threshold Country. MCC funding has 
increased the total resources available to the region. 

Question (Part Cl: 

o Why have you ignored Congressional report language and specific 
language in the appropriations bill restoring funds to the Western 
Hemisphere? Last year’s bipartisan House report on the Foreign 
Affairs appropriations bill said, “The Committee is disappointed that 
USAID has ignored Committee report language from prior years 
urging that greater emphasis be provided for programs in Latin 
America. . .The Committee is concerned that the Central American 
nations received disproportionate reductions in the request and does 
not believe that this reflects the priorities of United States economic, 
trade, humanitarian and immigration policies with these neighboring 
countries.” 

Answer: 


Foreign assistance for the region has nearly doubled since the start of 
this Administration, from $862,452,000 in FY 2001 to $1,696,841,000 in FY 
2007. Although the FY 2007 request for Latin America represents an 
overall decrease of one percent from the FY 2006 request, it does not reflect 
a reduced commitment to Latin America. We have prioritized our foreign 
policy goals against available resources and competing demands for 
assistance. In addition to FY 2007 foreign assistance, we will be providing 
Millennium Challenge Corporation (MCC) funding to Nicaragua, Honduras, 
and Paraguay. Since the MCC was established in 2004, it has approved 
compacts for Nicaragua ($175 million) and Honduras ($215 million). MCC 
funding has increased the total resources available to the region. 
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We believe our overall funding is at a level that will help us achieve 
our foreign policy goals in Central America - even as we incorporate 
transformational diplomacy strategies across the board that will result in 
more effective foreign assistance. We have in fact requested additional 
resources to better focus on those activities that will stimulate growth and be 
truly transformational. To stimulate growth in the CAFTA-DR states, in 
addition to the $20 million in Economic Support Funds (ESF) and $20 
million in Development Assistance (DA) that has been requested for labor 
and environment, we have requested $30 million for rural development in 
the Dominican Republic, El Salvador, and Guatemala ($10 million each). 

Our funding request reflects our commitment to focus assistance on 
trade and capacity building as we believe our greatest benefit can be drawn 
from trade and economic growth. U.S.-accumulated direct investment in the 
region is $325 billion, and two-way trade between the U.S. and the region 
was $443 billion for the first 1 1 months of 2005. The CAFTA-DR 
agreement has now entered into force with El Salvador as of March 1 , to be 
followed as soon as possible with Nicaragua, Honduras, Guatemala, and the 
Dominican Republic, and eventually Costa Rica. 
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Question for the Record submitted to 
Secretary of State Condoleezza Rice by 
Senator Robert Menendez (#7) 
Senate Budget Committee 
February 16, 2006 


Question: 


Yesterday in the hearings at the Foreign Relations Committee, Senator 
Sarbanes asked why the funding for UN peacekeepers in Cyprus had been 
eliminated and you said you would have to get back to him. I am hoping to 
hear that answer today. Frankly, I am not reassured by the idea that you will 
find a way to fund the UN peacekeepers if they are still needed. 

• What reason do you have to believe that such a force will not be 
needed in the future? Can you explain the reason that you eliminated 
these funds? 


Answer: 

The United States has been and remains a strong supporter of the United 
Nations’ role in seeking a comprehensive settlement in Cyprus. UNFICYP 
has been an important part of this effort, and we will continue to work 
closely with it so that it remains an effective force supporting the eventual 
reunification of Cyprus. As you noted, the Department’s FY 2007 budget 
proposal includes no funding for the UNFICYP mission. UNFICYP's 
mandate is expected to be renewed again for six months in June against 
current fiscal year funding. Should the pace of the political process require 
further renewals into FY 2007, we believe we will be able to reallocate 
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funds within the CIPA account to continue our support for UNFICYP and its 
important mission. 

Progress toward a Cyprus settlement will require creative thinking and 
constructive dialogue. The United States is encouraging the United Nations 
and the parties to the dispute to work together to move the Cyprus settlement 
process forward. We welcome all proposals that seek to break the current 
deadlock, and hope that all parties will engage and remain flexible and 
creative. The United States stands ready to assist the United Nations and 
the parties in this effort. 
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Question for the Record Submitted to 
Secretary of State Condoleezza Rice by 
Senator Jim Running (#1) 

Senate Budget Committee 
February 16, 2006 


Question : 

Could you comment on how the Department of State plans to continue 
facilitating the spread of democracy in the Middle East while also combating 
the rise of politically elected Islamic extremist groups? 

Answer: 

Supporting the growth of freedom and democracy in the Middle East has 
been and continues to be a top priority for the President and the Department 
of State. Through the resources and programs of State’s Middle East 
Paitnership Initiative, Bureau of Democracy, Human Rights and Labor, and 
public diplomacy programs and USAID’s bilateral foreign assistance 
programs, the U.S. Government continues to support and facilitate 
democratic reform across the region. We will continue to support free, fair 
and competitive elections and will work to encourage democratically elected 
governments to govern democratically. 

To combat the rise of elected Islamic extremist groups and to continue to 
encourage reform, democracy and openness, the U.S. Government will 
increase its support for the emergence of viable alternatives to autocratic 
regimes on one side and extremists who hide behind the cover of religion, on 
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the other. We will continue to focus our efforts through the vehicles of 
moderate political parties, independent media, and civil society 
organizations in order to give voice to the aspirations of the majority who 
favor a moderate, democratic form of governance. We will also work with 
willing governments to reform state institutions to strengthen the rule of law 
and transparent governance. These efforts will be coupled with outreach to 
the international community and increased coordination of international 
efforts to arrive at a unified message for newly elected leaders: that they 
have come to power through democratic processes and they now have the 
responsibility to rule accordingly and must give up and renounce violence 
and terrorism. 
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Question for the Record Submitted to 
Secretary of State Condoleezza Rice by 
Senator Jim Bunning (#2) 

Senate Budget Committee 
February 16, 2006 


Question : 

Secretary Rice, in January of this year, you launched your new initiative of 
transformational diplomacy. In doing so, you described your plans for the 
global repositioning of Foreign Service officers and your vision for the 
future of the Department of State. Do you believe this new initiative is 
adequately reflected in the budget? And how do you plan to achieve these 
goals? 

Answer : 

As previously stated, the Department began in Fiscal Year 2006 to 
redistribute 100 positions, mostly from Europe and Washington, to countries 
like China, India, Nigeria and Lebanon, where additional staffing will make 
an essential difference. I am is committed to making maximum use of our 
existing resources by reprogramming several hundred additional positions 
over the next several years. The Transformational Diplomacy objectives in 
these areas can not be achieved through internal redistribution alone. 

Therefore, the President has requested 70 new State Department 
positions in FY 2007 for Transformational Diplomacy. Congress’ approval 
of those positions is critical to the Department’s ability to ensure that the 
United States is in a position to carry out its responsibilities in this area and 
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to meet the serious challenges presented in transformational diplomacy. The 
Department anticipates allocating most of the new positions overseas in 
Africa, the Middle East, and South Asia, including some in new American 
Presence Posts. With the support of the Congress, the United States can 
demonstrate important progress in addressing head on the transformational 
issues that are increasingly faced overseas. 
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Questions for the Record Submitted to 
Secretary Condoleezza Rice by 
Senator Jim Running (#3) 

Senate Budget Committee 
February 16, 2006 


Question : 

Secretary Rice, as you may know, I have been extremely vocal over the 
years in ensuring that the Federal Flight Deck Officer (FFDO) program to 
arm pilots is properly implemented by the Transportation Security 
Administration. At this time this program is only implemented on 
domestic flights. It has the potential to be implemented on international 
flights but doing so would require bilateral agreements between the United 
States and the flights’ destination countries. In the past the Department of 
State has been reluctant to pursue these agreements. Do you see this 
changing in the future? 

Answer : 

The legislation that created the Federal Flight Deck Officer program, 
49 use 44921, states as follows: “In consultation with the Secretary of 
State, the Under Secretary may take such action as may be necessary to 
ensure that a Federal flight deck officer may carry a firearm in a foreign 
country whenever necessary to participate in the program.” 


The Department and the Transportation Security Administration have 
discussed possibilities for expanding the Federal Flight Deck Officer 
(FFDO) program to international air service, including the legal and policy 
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challenges of obtaining necessary agreements with foreign governments to 
do so. In 2003, the Department and TSA asked the European Civil 
Aviation Conference (ECAC) to canvass its 42 member states not only on 
an extension of the FFDO program to flights to their territories but also on 
how ECAC member states would respond if, by reason of circumstance or 
diversion, an FFDO participant carried his or her weapon on a flight to 
their territories without authorization. After conducting the survey, the 
ECAC Secretariat informed the U.S. Government that ECAC had polled 
the member states and there was a uniformly negative view of authorizing 
the extension of the U.S. FFDO program to their territories. None of the 
ECAC countries had a similar program for arming the crews of their 
airlines. Moreover, ECAC explained that if a US pilot inadvertently 
brought a firearm into a country in Europe, the responses could range from 
arrest of the pilot(s) to terminating bilateral air services agreements with 
the U.S. ECAC underscored that U.S. pilots overseas would be subject to 
the respective countries' laws, just as their pilots are subject to American 
law while in the United States. 

Following this unanimous, negative reaction from such a large number of 
the United States' major aviation markets, the Department and TSA have 
not sought out other countries' views, in part because it was considered 
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prudent for the United States to gather more experience with the FFDO 
program domestically before approaching other governments. 

If DHS decides that it is an appropriate time to expand the FFDO program, 
the Department of State stands ready to assist in that effort. 
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Questions for the Record Submitted to 
Secretary Condoleezza Rice by 
Senator Jim Running (#4) 
Senate Budget Committee 
February 16, 2006 


Question : 

Iraq Reconstruction Efforts - Department of State vs. the Pentagon 
There are growing questions about the relationship between the Departments 
of State and Defense in areas of security assistance, humanitarian relief and 
reconstruction. Can you address how your new foreign assistance strategy 
might delineate areas of responsibility between State and the Pentagon? 


Answer : 

As the President’s National Strategy for Victory in Iraq states, 
“Progress along each one of the political, security and economic tracks 
reinforces progress along the other tracks.” The three tracks are 
fundamental to our counterinsurgency, counterterrorism campaign and our 
effort to help Iraqis build a democratic, stable and prosperous country that is 
a partner in the war against terrorism. All USG agencies coordinate closely 
to carry out their respective roles in each track. Our fundamental operating 
principle is that transition to Iraqi responsibility cannot be sustained without 
integrated progress on all three tracks. 
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Because success in the political, security, and economic realms are 
intertwined, foreign assistance funding must be an important tool in our 
overall effort to defeat the terrorists and neutralize the insurgency. 

The Department of Defense assistance programs in Iraq have a 
specific focus on building the capacity of the Iraqi Ministries of Interior and 
Defense, which complements the focus of Department of State programs 
capacity-building in key non-security Iraqi ministries (e.g., Ministry of 
Finance, Planning and Development, Ministry of Oil, Ministry of 
Electricity). 

There are several specific cases where the Department of State and 
Defense are, and will continue to be, operationally integrated to advance the 
President’s strategy. For example, U.S. efforts in the field, including the 
three state Department Provincial Reconstruction teams already up and 
running, integrate US military and civilian efforts. Their and our other 
integrated field teams will lead efforts to build the capacity of local and 
provincial governments and leaders to deliver essential services to their 
communities, engage Iraqi citizens in the decision-making process, and build 
the trust of Iraqis in their government. Specific attention will be paid to 
creating synergies between State Department funding and the Commander 
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Emergency Reconstruction Program (CERP) Funds in order to achieve a 
force-multiplier effect. 
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Questions for the Record Submitted to 
Secretary of State Condoleezza Rice by 
Senator Mike Crapo (#1) 

Senate Budget Committee 
February 16, 2006 


Question; 

Food Aid : 

The President’s 2007 budget proposes that the Administrator of USAID 
have the authority to use of to 25 percent of P.L. 480 Title 11 funding as cash 
to purchase food aid regionally in locations closer to where the aid is 
needed. A similar provision was included in the President’s FY 2006 
budget, and Congress rejected it. 

The United States must have the ability to provide food aid quickly in 
response to emergency needs. If enhancements need to be made to ensure 
that domestically produced in-kind food aid reaches those in need in a timely 
manner, then those improvements should be pursued. However, the U.S. in- 
kind food aid system must be maintained and not eroded into a cash for 
purchase or cash only system. U.S. farmers and ranchers produce safe, 
nutritious, and abundant commodities, and I am concerned that this proposal 
would decrease the ability of our food aid programs to utilize our domestic 
food resources by transferring funds for cash purchases. 

I understand that the Administration has opposed proposals calling for cash 
only food aid donations in World Trade Organization (WTO) negotiations. 
However, proposals to redirect food aid funds for cash purchases of foreign 
commodities seem to be a step toward monetization of food aid. Can you 
please explain the Administration’s intentions in terms of food aid? 

Answer : 

What is paramount to the P.L. 480 Title II program is having adequate 
food aid available when needed to save lives. As part of the President’s FY 
2007 Budget, the Administration requested that the Administrator of USAID 
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be granted authority to use up to 25% of appropriated Title II funds for the 
local or regional purchase and distribution of food to assist people threatened 
by a food security crisis. 


□ Food purchased in the U.S. normally takes up to four months to 
arrive at its destination, and there may be no U.S. commodities 
available in the region where they are needed. Food purchased 
locally, however, can reach beneficiaries within days or weeks. 

□ The ability to use a portion of Title II for local and regional 
purchase will allow the U.S. to move with greater speed and 
flexibility to save lives and prevent famine. 

□ Such speed is sometimes necessary when an emergency occurs 
with little notice (e.g., a natural disaster or an outbreak of fighting), 
food deliveries are unexpectedly interrupted (e.g., a pipeline 
break), or a cease fire allows rapid access to populations in need. 

□ Our U.S. -grown food will continue to play the primary role and 
will be the first choice in meeting global needs. We plan to use 
local and regional purchases judiciously where the speed of the 
arrival of food aid is essential. 
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Question for the Record Submitted to 
Secretary of State Condoleezza Rice 
Senator Mike Crapo (#2) 
Senate Budget Committee 
February 16, 2006 


Question : 

Do you believe that significant measures to combat corruption should be 
considered before direct aid, international financial institutional programs, 
and debt forgiveness are made? 

Answer : 

The United States must pursue aggressively, and where appropriate 
expand our bilateral, regional and multilateral programs that serve to 
promote transparency and good governance. Combating corruption is one of 
the most important processes for a developing country government to 
undertake to increase economic growth, and for the benefits of economic 
growth to spread throughout society. President Bush has placed high 
emphasis on such efforts through U.S. assistance programs like the 
Millennium Challenge Account (MCA), which supports countries that 
control corruption, invest in their people and promote economic freedom. 

The principles underlying the MCA are also the bedrock of USAID’s and 
the State Department’s anticorruption programs throughout the world. A 
number of the indicators used by the Millennium Challenge Corporation to 
evaluate country performance were developed by the World Bank and the 
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International Monetary Fund, who also employ these principles in their 
work. These agencies and institutions, in cooperation and partnership with 
developing countries, are working to create a new development model that 
provides assistance based on shared responsibility, country ownership of the 
development process, strong policy environments, a focus on equity and 
achieving measurable results. This approach will help ensure that all aid is 
used more effectively. 



374 


Questions for the Record Submitted to 
Secretary of State Condoleezza Rice by 
Senator Debbie Stabenow (#1) 
Senate Budget Committee 
February 16, 2006 


Question: 

Every day 415 trucks full of municipal solid waste enter Michigan from 
Canada bound for Michigan landfills. In recent years U.S. Customs agents 
have found illegal currency, illegal radioactive medical waste, and illegal 
drugs in these trash shipments. The trucks are virtually impossible to screen 
and inspect due to their highly compacted contents, but only one-tenth of 
one percent of the trucks are physically inspected. I am extremely 
concerned about the threat Canadian trash trucks present to our national 
security. Are you aware of the bilateral treaty the U.S. signed with Canada 
in 1986 {The Agreement Concerning the Transboundary Movement of 
Hazardous Waste) that mandates that Canada notify us all of incoming trash 
shipments and allows us to object to the shipments? When will the 
Administration begin enforcing the treaty? What are you doing to 
implement the treaty? 

Answer: 


The Agreement Between the Government of the United States of 
America and the Government of Canada Concerning the Transboundary 
Movement of Hazardous Waste ("bilateral agreement") was modified in 
1992 to establish a framework for notice and consent for municipal solid 
waste (MSW) shipments. However, such a framework does not become 
effective until both sides have put in place the necessary domestic authority 
to implement the notice and consent requirements, and neither the U.S. nor 
the Canadian government has yet obtained such authority. Because of this. 
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it is not possible at this time to estimate when the foil framework 
contemplated in the Agreement would be implemented and effective. 

The U.S. Environmental Protection Agency (EPA) needs additional 
authorities under the Resource Conservation and Recovery Act (RCRA) to 
be able to require a notice and consent process for all transboundary MS W 
shipments. In the meantime, the Administration has worked within current 
authorities to build a MSW framework with Canada. In 2005, EPA and 
Environment Canada conducted a pilot project to obtain voluntary notices 
from exporters of Canadian MSW. The City of Toronto, the Municipality of 
Peel and several commercial exporters provided a total of fourteen notices 
that equaled roughly 40% of the total volume of Canadian MSW disposed in 
Michigan landfills. In addition, a joint EPA-Michigan initiative inspected 
waste sent to Michigan landfills from March through October 2005 to see if 
imported and domestic wastes appeared to be in accordance with Michigan’s 
solid waste laws. The inspection results indicate that there appear to be very 
few problems for the Canadian and the Michigan shipments with respect to 
their compliance with solid waste laws. 
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Questions for the Record Submitted to 
Secretary of State Condoleezza Rice by 
Senator Debbie Stabenow (#2) 
Senate Budget Committee 
February 16, 2006 


Question: 

Tomorrow the Office of the Inspector General at the Department of 
Homeland Security will release a report that Senator Levin, Congressman 
Dingell, and I requested regarding the screening of Canadian trash trucks at 
Michigan’s border. The OIG reports that the process needs improvement - 
including a risk analysis and a standard screening process. Given the 
enormous risk trash shipments present to Michigan, is the Administration 
prepared to object to trash shipments under the treaty? 

Answer: 


The Agreement framework does not become effective until both sides 
have put in place the necessary domestic authority to implement the notice 
and consent requirements. Neither the U.S. government nor the Canadian 
government has obtained such implementating authority at this time. 


The Department of Homeland Security (DHS) recognizes the possibility that 
the importation of municipal solid waste could be used as a means to convey 
illicit materials into the country. The relevant ports of entry in Michigan are 
equipped with radiation portal monitors that are used to detect sources of 
radiation, and large scale imaging systems that use x-ray or gamma-ray 
technology to screen entire truckloads of imported products. DHS is also 
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identifying future technologies through their Science and Technology 
Directorate, and the Domestic Nuclear Detection Office to increase the 
effectiveness of screening and examining municipal solid waste and the 
many other commodities that arrive at our borders. DHS has implemented a 
risk management approach that uses intelligence, law enforcement data 
bases, commercial data and other sources of information processed through a 
targeting system to identify high-risk shipments. Levels of examination are 
then adjusted to the risk presented by the specific shipments. DHS welcomes 
opportunities to improve security and is committed to responding 
appropriately to the recommendations of the DHS Office of Inspector 
General. 
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Questions for the Record Submitted to 
Secretary of State Condoleezza Rice by 
Senator Debbie Stabenow (#3) 
Senate Budget Committee 
February 16, 2006 


Question: 

In April 2005, the Department of State and the Department of Homeland 
Security unveiled the Western Hemisphere Travel Initiative (WHTI) to 
satisfy a provision of the Intelligence Reform and Terrorism Prevention Act 
of 2004 requiring all travelers entering the United States from Canada, 
Mexico and the Caribbean have documents that verify their citizenship. 
Currently, the only document that is secure and verify citizenship is a 
passport. You and Secretary Chertoff recently announced a new travel 
document that U.S. citizens in border communities could use to cross the 
border in lieu of a passport - the “Passport Card.” What plans does the 
State Department have to alleviate the difficulty faced by the casual traveler 
when he or she has to spend a considerable sum for travel documents to 
cross the border for an evening gambling and dinner? 


Answer: 

Section 7209 of the Intelligence Reform and Terrorism Prevention 
Act of 2004 (IRTPA), requires the Secretaries of State and Homeland 
Security to develop a plan for all travelers to present a passport or “other 
document, or combination of documents, deemed by the Secretary of 
Homeland Security to be sufficient to denote identity and citizenship” when 
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crossing U.S. land borders. DHS has ultimate responsibility for 
determining acceptable alternative documentation. 

The Department of State looks forward to producing the passport 
card, announced by Secretaries Rice and Chertoff on January 1 7, as part of 
their Joint Vision: Secure Borders, Open Doors in the Information Age. 

The passport card, which will be marketed as the People, Access, Security, 
Service (PASS) card, will be a secure, biometric-enabled citizenship and 
identity document that carries the rights and privileges of a standard U.S. 
passport, but which may only be used for travel across U.S. land borders. 
Border residents or other frequent travelers across the land border will be 
able to apply for the card at the 7,500 plus facilities around the United States 
currently accepting passport applications. We have significantly expanded 
our network of passport acceptance agents in the last several years and we 
continue to work with our acceptance agent partners (mainly designated U.S. 
Postal Service post offices, clerks of courts and county clerks) to make the 
passport application process easily accessible to all Americans. 

We will also be launching a campaign to inform and guide the public 
through the WHTI transition process and address concerns that arise. 
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Questions for the Record Submitted to 
Secretary of State Gondoleezza Rice by 
Senator Debbie Stabenow (#4) 
Senate Budget Committee 
February 16, 2006 


Question: 

Are you confident that the State Department will have staff and 
infrastructure in place to meet the deadlines for new travel documents that 
you have set for the end of this year and next? In particular, what plans do 
you have to educate the people in my state and other border states of the new 
requirements and how they can get the travel documents they need. 


Answer: 

To help meet the expected surge in demand for U.S. passports, the 
Department has underway a multi-year effort to increase our passport 
adjudication and production capacity. In FY 2003, we processed fewer than 
7 million passports. That number grew to more than 10 million in FY 2005; 
we expect it to increase to a sustainable level of 17 million in FY 2008. 

With support from the Congress, we have been able to secure funding 
necessary to meet this increased demand, including by receiving authority to 
hire in FY 2005 an additional 105 staff to adjudicate the increased number of 
passport applications. To meet continuing growth, we expect to add 130 
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government staff in FY 2006, and another 89 in FY 2007. These employees, 
who manage our passport function and provide adjudication services, are 
aided by large numbers of contract staff who handle those functions that are 
not “inherently governmental”. 

The Department has also begun transitioning its Charleston Passport 
Center (CPC) to an adjudication center. Later this year, CPC will cease 
passport production and concentrate solely on adjudicating passport 
applications only. The facility will operate at least two shifts per day plus 
routine weekend work to help meet the demand for passports. At the same 
time, the Department will stand up a passport production facility that will 
serve as a passport book personalization center. We have already solicited 
proposals from private vendors to supply and operate, with government 
oversight, such a facility (or facilities). Production center(s) will be 
responsible for “personalizing” the passport, i.e., printing the data page, 
performing quality control functions, and mailing the passports to customers. 
We also intend to use this facility to produce passport cards. We expect 
startup of the book personalization center during the 4* quarter of CY 2006. 
We anticipate that these actions will result in greater efficiencies that, 
coupled with additional staff, will permit us to continue providing first-rate 


customer service. 
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Both the Department of State and the Department of Homeland 
Security recognize that there are a host of issues that must be addressed 
thoroughly to implement the WHTI smoothly and successfully. Both 
agencies have undertaken frequent outreach to meet with stakeholders in the 
communities that will be most affected by the WHTI to explain the details of 
the requirements and to give citizens an opportunity to voice their concerns. 
We have updated our website at travel.state.gov to include current 
information on WHTI, and have partnered with travel associations, airlines, 
tourist boards, and others to help get the word out about upcoming changes 
to U.S. travel regulations. 

A critical part of successful implementation is public participation in 
the regulatory process. With this in mind, jointly with DHS, we published 
an Advance Notice of Proposed Rulemaking (ANPRM) in September 2005 
that generated several thousand public comments. This comment period, 
however, is not the only opportunity the public will have to review and 
comment upon our plans. In early spring, DHS and State will issue the 
proposed rule for air and sea travel (Phase I of the proposed WHTI 
implementation plan) with a proposed effective date of December 31, 2006. 
Public comments will be solicited and carefully reviewed and considered 
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during the drafting of the final rule. In addition, we will embark upon an 
additional period of public outreach to obtain comments on the proposed 
implementation plan. A separate rule for the land border implementation 
phase will be issued late in 2006 or early in 2007. Throughout the rule- 
making phase, we will consider and work to respond to the concerns of all 
stakeholders. 




THE PRESIDENT’S BUDGETARY PROPOSALS 
FOR THE DEPARTMENT OF HEALTH AND 
HUMAN SERVICES 


WEDNESDAY, MARCH 1, 2006 

U.S. Senate, 

Committee on the Budget, 

Washington, DC. 

The committee met, pursuant to notice, at 10:22 a.m., in room 
SD-608, Dirksen Senate Office Building, Hon. Judd Gregg, chair- 
man of the committee, presiding. 

Present: Senators Gregg, Banning, Ensign, Conrad, Murray, Nel- 
son, and Stabenow. 

Staff present: Scott B. Gudes, Majority Staff Director; and Dave 
Fisher, health policy director.21Mary Ann Naylor, Staff Director 
and Sarah Kuehl, analyst for social security, transportation and 
medicare. 

OPENING STATEMENT OF CHAIRMAN JUDD GREGG 

Chairman Gregg. We will convene the hearing. I apologize to the 
Secretary. The understanding was that we were going to have a 
vote at 10 and then we were not going to have a vote at 10, so we 
have been in the practice of running back and forth to the floor. 

The Secretary obviously has a huge portfolio relative to the re- 
sponsibilities of the Federal Government, and some of it is the day- 
to-day activity of maintaining the health and welfare of the Nation, 
and some of it involves significant issues of how we protect our- 
selves from the threats of a biological attack or potential influenza 
outbreak or some other major disease event. And equally important 
to that is the portfolio of the senior citizens’ Medicare and Medicaid 
accounts, which we know are going to be under huge pressure as 
we move into the out-years. 

This committee has spent a lot of time focusing on that issue, 
trying to put in context what we are looking at in the out-years, 
and I respect and congratulate the administration for bringing for- 
ward a budget which attempts to address in a small way the Medi- 
care issue. And last year, of course, we made some progress on the 
Medicaid issue as a result of the hard work of the Secretary. 

Whether we are going to make progress on the Medicare issue 
this year is very much an issue, and that is something I want to 
hear from the Secretary, how he thinks we can — what his road 
map is for accomplishing that. 

And so we look forward to your testimony. Obviously, most of 
your Department has been given a budget which is very con- 

( 385 ) 
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stricted, and the non-defense discretionary accounts under the 
President’s proposal essentially are flat funded, and those would al- 
most all affect accounts within your jurisdiction. But, of course, the 
entitlement accounts, like Medicare, are not and they are explod- 
ing. And there is a genuine bipartisan effort here in the Congress 
in support of the President’s efforts to try to get us ready for the 
potential of a pandemic flu outbreak, and that obviously has been 
budgeted for. 

So we look forward to your testimony, and thank you for taking 
the time to come here, and now I will yield to the Senator from 
North Dakota. 

OPENING STATEMENT OF RA NK ING MEMBER KENT CONRAD 

Senator Conrad. Thank you, Mr. Chairman, and thank you for 
calling this hearing, and thank you, Mr. Secretary, for being here. 
I apologize as well for the unpredictability of the Senate. I have 
high regard for you both personally and professionally, as I have 
expressed to you, both publicly and privately. 

I do not have high regard for this budget, and let me just run 
through some of what I see are the serious deficiencies of this 
budget. 
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Long-Term Budget Outlook 


($ in billions) 



Source: OMB, CBO, SBC Democratic staff 

Note: Bush FY 2007 Budget extended over ten years 

with AMT reform and ongoing war costs. 

2‘6/06 



388 


We heard from the administration the deficit is going to he cut 
in half over the next 5 years, but they only get there by leaving 
out things: war costs, the costs of fixing the alternative minimum 
tax, and the full cost of the tax cuts beyond the next 5 years. When 
you put all those things back in, this is our projection of where the 
deficit heads, and we do not think that is a healthy direction. The 
growth of the debt is even more alarming. As you know, the debt 
is growing much more rapidly than the deficit. This year the Presi- 
dent says the deficit is going to be in the $400 billion range, which 
I think somewhat overstates the deficit for this year. But the debt 
will go up, according to our calculation, $630 billion this year, and 
every year for the next 5 years under the President’s budget pro- 
posal we see the debt increasing $600 billion or more each and 
every year. 
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You understand this challenge very well. As we look at the un- 
funded liabilities of the country, Medicare is by far the biggest. 
This is the 75-year shortfall in Medicare, $29.6 trillion. It is more 
than 7 times the projected shortfall in Social Security. And, by the 
way, I think the projected shortfall in Social Security is somewhat 
overstated for technical reasons I will not go into, but I do believe 
the shortfall in Medicare is very real. And it is the thing that is 
going to swamp the boat. 

Let’s go to the next chart. 
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Then I look at the specifics of the President’s budget, and for 
2007 through 2016, he proposes $154 billion in savings from Medi- 
care and Medicaid. But during that same period, he proposes tax 
cuts of $1.7 trillion, more than 10 times as much. Frankly, I do not 
think these proposed tax cuts are affordable given the fact we can- 
not pay our bills now and given the priorities of the American peo- 
ple. 

Let’s go to the next chart. 


Secretary Leavitt on 
Health Care Cuts 

“We had to make hard choices, 
hard choices about very well- 
intentioned programs.” 

- Health and Human Services Secretary 
Michael Leavitt 

as quoted in Washington Post 
February 14, 2006 



393 


This is a statement, Mr. Secretary, you made that I very much 
agree with: “We had to make hard choices — hard choices about 
very well intentioned programs.” I agree that these are hard 
choices. I do not agree with the choices that have been made be- 
cause I do not see any justification for having 10 times as much 
tax cuts as we are having in terms of spending savings. 

Let’s go to the next slide if we could. 


The Wrong Priorities: 

Bush Plan to Cut 83% in Rural Health Programs 
Saves Little Compared to Cost of Tax Cuts 
for Wlillionaires 


($ in billions} 



in Rural Health Programs for Those Making Over 

in 2007 $1 Million in 2007* 

'Assumes extension of 2005 AMT relief, indexed for inflation. 

Source: OMB, Urban-Brookings Tax Policy Center 


Then we get to an issue of priorities. In the President’s budget, 
he would cut rural health care programs $133 million. During this 
same year, tax cuts, the cost of the tax cuts going to those who 
earn over $1 million a year is over $41 billion. You know, I think 
we are going to have to go to the wealthiest among us and say, you 
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know, everybody has to sacrifice here. We are at war. We are piling 
up debt at a record rate. We have to get everybody here pulling the 
wagon. We cannot be saying to those who are the wealthiest among 
us, “You get a pass.” 

Let’s go to the next slide. 


North Dakota Hospital Opposes 
Proposed Medicare/Medicaid Cuts 

“We cannot absorb... cuts of this 
magnitude without reducing 
access to needed services and 
negatively impacting the health 
of our communities.” 

- Letter to Senator Kent Conrad (D<ND} from 
Mercy Hospital, Valley City, North Dakota 
February 23, 2006 
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This hospital administrator back home says, “We cannot absorb 
cuts of this magnitude without reducing access to needed services 
and negatively impacting the health of our communities.” This is 
from the head of Mercy Hospital in Valley City, North Dakota. Val- 
ley City is a town close to where we were when you were with me 
in Fargo, and this is the consistent message I am getting back from 
back home. 
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Let me go to my last slide because this goes to the question of 
what do we do about all this. This to me is the most compelling 
statistic: 6 percent of Medicare beneficiaries account for roughly 51 
percent of program costs. I think collectively we have to focus like 
a laser on that fact — 6 percent of Medicare beneficiaries are using 
over half of the Medicare budget. This to me is the major oppor- 
tunity to both save money and get better health care outcomes, be- 
cause I do not think we are doing a good job of coordinating the 
care. The result is these people are taking many, too many pre- 
scription drugs, many of which work against each other. They are 
being subjected to all kinds of duplicate testing. And these factors 
actually make their health worse and cost the taxpayers massive 
amounts of money. Of course, it costs the patients massive 
amounts of money, too. 

So I hope that in this hearing today we are able to have a con- 
versation about what could we do that would be effective at saving 
money here and improving health care outcomes. And then, Mr. 
Secretary, I just want to say I am going to try to focus on avian 
flu and what the plans are there and what we need to do to get 
ready, because I am convinced the risk is enormous, and you and 
I have had a long conversation on this matter before to talk about 
the strategy for how we get ready to combat a pandemic, whether 
it was avian flu or caused by some other virus. 

I thank the Chair. I thank the Secretary. 

Chairman Gregg. Thank you. Senator, and we welcome you. Sec- 
retary. We also welcome Vince back, Vince Ventimiglia, who has 
been a friend and a tremendous asset to the Senate for many 
years, and now I know is the same for your office, and has written 
most of the major health legislation that has come out of the Sen- 
ate over the last 6 years. 

So we would like to hear what you have to say. 

STATEMENT OF HON. MICHAEL O. LEAVITT, SECRETARY, U.S. 

DEPARTMENT OF HEALTH AND HUMAN SERVICES 

Secretary Leavitt. Well, thank you, Mr. Chairman and Senators. 
Thank you very much for having me here. I am here to speak of 
a budget that is a large budget, $700 billion. You well know that 
it is broken into two general pieces. There is the entitlement budg- 
et and then there is the discretionary budget. The discretionary 
budget is about $75.5 billion of that nearly $700 billion. The bal- 
ance of it is the entitlement budget. 

The discretionary budget that I will present to you today is 
roughly down $1.5 billion. This is a deficit reduction budget. As 
Senator Conrad pointed out, there are hard decisions that have to 
be made in this kind of a context, and today I am here to talk with 
you about how I went about making the decisions I made. There 
will be areas on which we have disagreement, where you would 
have made different choices than I did. My purpose is simply to tell 
you the basis on which I made my suggestions. 

But I do want to speak for a moment about the same subject that 
you have raised, both of you, and that is the entitlement budget. 
This is of grave concern to me. It is to the President. You have ex- 
pressed it in trillions of dollars. A trillion is a startling number on 
its face. I have begun to focus on this in a different way, and that 
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is, what is the percentage of the gross domestic product that these 
expenditures make up? 

As you are aware, we recently put out a report indicating that 
health care in total is now over 16 percent of the gross domestic 
product. By 2015, we are projecting it will be 20 percent. But an 
even more startling statistic than that is that Medicare alone today 
is 3.3 percent of the gross domestic product. If you project forward, 
by 2040 it becomes 8.14 percent of the gross domestic product. If 
you go into the same range where you were looking into the 70- 
, 75-year range, it becomes 14 percent of the gross domestic prod- 
uct. Once you get to that point 

Senator Conrad. Medicare alone? 

Secretary Leavitt. Medicare alone. Medicare alone. 

Now, I have to confess that when I get to that point, I am dis- 
couragingly amused by those numbers because no economy in the 
world will be viable at that point. And so for us to project that far 
is a mathematic exercise because we will have been eliminated 
from the competition economically. And the capacity to sustain it 
simply will not be there. So we need to act, and I want to be clearly 
and firmly on record. This budget does present some modest ideas 
on how to get started. The President has been speaking about the 
need for bipartisan action, and I hope we will get a chance to talk 
about that some today. 

This is a Budget Committee. You deal in the strategy of the 
budget and, therefore, I think it would be helpful for you to know 
how I have approached this strategically. There are new initiatives 
that are proposed in the budget. A good example of that would be 
the Health IT budget. These tend to be things that I believe will 
help us find efficiencies and that will help stave off costs in the fu- 
ture. 

Another example of that would be the HIV/AIDS treatment and 
testing program — again, new initiatives you will find. You will find 
some Presidential initiatives that continue to be funded here. For 
example, the President’s community health centers initiative is a 
good example, his faith-based initiatives. Again, these are commit- 
ments that he has made that we have continued to press forward 
on. You will see a substantial commitment to bioterrorism and pan- 
demic funding, subjects that I know are of interest to this com- 
mittee. 

I have found dollars in this budget to fund those new initiatives 
or initiatives that I think are highly efficient initiatives by looking 
for funds that are one-time and moving them into that category, 
looking for programs that are being addressed by a multiple of 
agencies and eliminating those duplications. 

I have looked for funds that are carryover that I could move into 
those areas, and there are a number of programs in the budget 
that we propose be eliminated or cut or reduced before that were 
not, and I have gone back and included those. 

I have also then said to my colleagues who were helping prepare 
the budget, I want to lay out a series of principles, and I want you 
to take every investment that we make and I want you to lay it 
against those principles, and it might be helpful for you to know 
what my principles are. You will obviously have identified your 
own. 
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I am looking for investments that are targeted. We do a lot of 
general investment in Federal budgets. I am interested in looking 
for places where the specific need is. We are brilliant at propor- 
tionate distribution. We are not as good at finding targeted benefit, 
and so I hope you will see that reflected here, targeted benefit. 

I am a big believer in prevention. Health care in general, we 
have to redefine health care not to mean treatment. It needs to be 
prevention giving equal rigor to just treatment. And so prevention 
you will see emphasized. 

You will see an emphasis in actually delivering services as op- 
posed to infrastructure. This is a deficit reduction budget. We all 
know infrastructure is important, but you will see me opting and 
tilting toward treatment of people as opposed to building the infra- 
structure where I had to choose between two. 

You will see a bias on my part toward consumer choice. You will 
see a bias on my part toward markets because I believe they find 
greater efficiency. You will see a clear inclination on my part to in- 
vest in new technology, recognizing that there are a lot of research 
projects that may have run their course, and we ought to be invest- 
ing in new opportunities as opposed to those things we have been 
perhaps investing in a long time that are not producing benefit. 

HHS is a huge Department. There are many silos, and so you are 
going to find a bias on my part toward things that cover the entire 
Department. I have tried to find ways — things where there are two 
different agencies or operating division that may, in fact, be invest- 
ing in the same thing, I have tried to bring those together. What 
that means is that sometimes it looks like there is a reduction, 
when in reality I have just brought them together. You will see 
that I have tried to bias our investment toward the things that I 
can demonstrate are being efficient. So those are the principles. 

Now, you will also, as I indicated, you will see an inclination on 
our part to invest on a risk basis as opposed to simply a propor- 
tionate basis. Those are the principles. 

Now, we undoubtedly will have disagreements on how to apply 
those principles, and you will have your own, and we are now pre- 
senting this budget for the legislative branch to go ahead and exer- 
cise its priorities. But I am delighted to be here today to defend my 
own judgments and be helpful in the conversation. So thank you, 
Mr. Chairman. 

Chairman Gregg. Thank you, and I agree with your approach, 
by the way, especially this concept of picking issues you can solve 
versus trying to do a broad-brush approach. 

But on the grounds of being helpful — we are going to start the 
clock here. On the grounds of being helpful, this is the problem: I 
want to do a $35 billion adjustment in Medicare. I think it needs 
to be put in the context of what it represents. I think Medicare 
over the next 5 years will spend something like $2.2 trillion. The 
rate of growth of Medicare is somewhere in the vicinity of 48 per- 
cent over that period; that if we were to do $35 billion in savings 
in Medicare and the rate of growth, that would reduce the rate of 
growth to 45 percent or something like that; that it is really — the 
proposals that the White House has put forward came out of the 
MedPAC study, as I understand it, primarily, which was an inde- 
pendent group of health professionals, do not have a partisan axe 
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to grind, are not part of the administration, and essentially said 
these are places we can save some money that make sense. It is 
primarily changing the market basket for hospitals. And the fail- 
ure, of course, to move forward in this area means that we are just 
allowing the cliff to come closer, and without any plan for how we 
are going to get over the cliff, get past it. 

So the baby-boom generation is not going away. It is here, and 
it is going to retire, and it is going to double the size of the retire- 
ment community. And as Senator Conrad has pointed out in his 
numbers and as we have tremendous testimony in that creates a 
$26 trillion unfunded liability, you mentioned that goes up to 14 
percent of GDP, which is a number that is not comprehensible or 
even viable in any scenario. It would basically wipe out our chil- 
dren and their capacity to have a decent lifestyle. 

So the question becomes: How do we do this? How do we actually 
put in place $35 billion — which is a lot of money but in the context 
of the overall spending on Medicare, it still means Medicare would 
be growing at 45 percent. It still means it would be spending $2.2 
trillion plus over the next 5 years. So how do we do that? Because 
I have wandered around the halls talking to my colleagues, and I 
do not sense that on the other side of the aisle there is any support 
for it. And, of course, on our side of the aisle, moving into an elec- 
tion year, the response is, “Well, can’t we put this off?” 

So give me the road map that gives me 51 votes to pass this con- 
cept of reducing Medicare by — reducing the rate of growth of Medi- 
care from 48 percent down to 45 percent. 

Secretary Leavitt. Senator, let me break my thoughts into two 
parts. 

The first is we ought not to have this conversation without ac- 
knowledging that underlying all of our worry here is the fact that 
Americans are not living very healthy lives right now, and that it 
is, in fact, driving our health care costs through the roof. Senator 
Conrad used a chart that showed a small percentage eating up a 
big piece. Some of that is end-of-life issues, but a big part of it is 
people who suffer from chronic illness. Roughly 75 percent of all of 
the expenditures in our health care general come from people who 
have chronic illness. That has substantially increased over the last 
number of years. Those are diseases that are to some extent pre- 
ventable and to a large extent manageable, and in my judgment, 
has to become, as was indicated earlier, part of our focus on how 
can we inspire Americans to live healthier lives, because we are 
paying a price. They are paying a price in — they are paying the 
physical pain. We are all paying the fiscal pain. And we will. So 
that has to be a big part of it. 

But let’s deal with Medicare as a program for just a moment and 
how we go about navigating the treacherous political waters that 
are involved in this dilemma. 

I would just offer this observation: I think it is unlikely that any 
one Congress is going to act in a way as to be bold enough to fix 
this problem with a silver bullet. It is not likely. It is also my judg- 
ment that it is difficult to get legislative bodies or political bodies 
in general to deal with these issues, and that we may need to set 
up a construct that over time holds the discipline for that to occur. 
The President’s budget proposes or suggests that we use a hard 
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trigger, that is to say, that if, in fact, 45 percent of the revenue — 
45 percent of the proceeds going to fund Medicare come from gen- 
eral revenues, anything above that would trigger reductions in the 
program or would require some kind of action on the part of Con- 
gress to deal with it. 

I think ultimately that is the road map, Mr. Chairman, and a lot 
of refinement will have to be made to that, but this is a first step 
of a series of small actions that would need to be required if we 
were to achieve it. 

Chairman Gregg. Thank you. I will come back. I have additional 
questions, obviously, but my time has expired, and I will turn to 
the Senator from North Dakota. 

Senator Conrad. Thank you, Mr. Chairman. 

In my questioning, I am going to really try to focus on avian flu 
because I am extremely concerned about the threat to our country. 
I told the Secretary, as he came in, that I have just been reading 
this book. The Secretary tells me he has read it twice cover to 
cover. I have read about half, and half is enough to make your hair 
stand on end. This is about the 1918 flu epidemic and how dev- 
astating it was worldwide. Nobody really knows how many people 
died. Some estimates are as high as 100 million people died. 

We know that there is an enormous risk with avian flu, and 
whether it is avian flu or some other pandemic, it leaves us with 
the same questions; that is, are we doing everything we can do to 
prepare for this threat? 
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®l)c toasl)ington |)ogt 

Monday. Febsuary t3. 2006 

Pandemic Preparedness 


T he arrival of avian flu in Africa 
means that the bird epidemic is officially 
out of control. None of the methods used 
against it so far — mass vaccination of poultry 
flocks in China, mass bird slaughter across 
Southeast Asia — has prevented wild birds 
from spreading the H5N1 virus aaoss the 
^obe, to Italy, Greece, Bulgaria and Azerbaijan, 
as as Siberia and Indone^. The flu has 
probably been killing birds in Africa for many 
months and will probably not be stopped; In 
poor countries wiffi weak or nonexistent veteri- 
nary controls, where chickens are the only 
source of protein and no compensation for farm- 
ers for loss of their livestock is likely, it will be 
impossible to enforce either mass vaccinations 
ormass^ughter. 

Knowing die flight path of migratory birds, 
many predicted the disease would arrive in Afri- 
ca. But predicting a disaster and being prepared 
for a diaster — as this country learned during 
Hurricane Katrina — are not the same thing. 
De^ite high-level attention paid to this issue, 
by President Bush as well as the United Nations, 
neither Africa nor the international community 
is even remotely prepared for an epidemic of avi- 
an flu or for a human disease that could develop 
if the virus mutates. 

Congress has allocated $280 million for flu 
surveillance and preparedness abroad, but none 
of that money h^ been spent yet. The United 
Nadons has appointed David Nabarro, a senior 
flu expert, to coordinate international efforts — 
but many donors’ projects still duplicate one air 
other. The international health system, such as 
it is, remains lotaBy inadequate. The World 
Health Organization cannot send more than a 
handftil of officials to any one country. The Food 
and Agriculture Organization, which theoret- 
ically *als with the animal side of the problem, 
employs fewer veterinarians than the U5. Cen- 
ters for Disease Control and Prevention. So 
strapped is the world for health personnel that 
after conducting a flu pandemic simulation exer- 


cise at the recent World Economic Forum in Da- 
vos, Switzerland, Mr. Nabarro stated that the 
maintenance of water and power systems in a 
real pandemic mi^t prove key, since it may 
become “more important to concentrate on the 
essentials of life for those who are living than it 
is to focus on the treatment of those who are 
sick." 

Progress has been made in the realm of 
antivii^, drugs such as Tamiflu and Relenza 
that can relieve flu symptoms. Roche, the maker 
of Tamiflu. is negotiating licensing agreements 
with companies in China, India and Metnam so 
that they can produce generic versions. The 
WHO has a stockpile of Tamiflu, enou^ to be 
used in a concentrated manner should one or 
two outbreaks begin in a country with no stock- 
pile of its own (as is the case in most of Africa). 
But it is no closer to mass capability than the 
United States, which has a stockpile of 4.3 
million courses of Tamiflu. The administration’s 
goal is 81 million courses, but no one knows 
when it will be reached. Of course, there is 
DO guarantee that antivirals work: The virus 
may mutate and become resistant to 'Ihmiilu 
anyway. 

Given the overwhelming challenges of prep- 
aration as well as the uncertainties suiroundiiig 
antivirals, it would make the most sense to focus 
onavaedne. And vaccine research is being car- 
ried out, in Vietnam, China, Russia and Hunga- 
ry. as well as the United States. But althouj^ 
meeting among international scientists wfll be 
held this summer, in the hopes that they will ex- 
change information and up research, offi- 
cials at the Department of Health and Human 
Services agree that they still “don’t have visibB- 
ity" about what everyone is doing. Furthermore, 
some U5. companies say that they remain corv 
fused about this country’s vaccine development 
program, which lacks a timeline, leadership and 
clear incentives for the private sector. 

In other words, cross your fingers. Maybe the 
pandemic will never come. 
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Let me put this up. This is a Washington Post — I am sure you 
read, Mr. Secretary, this editorial from February 13th. And I would 
direct your attention to the last full paragraph, and it says, “Given 
the overwhelming challenges of preparation as well as the uncer- 
tainties surrounding antivirals, it would make the most sense to 
focus on a vaccine. But although meetings among international sci- 
entists will he held this summer in the hopes they will exchange 
information and speed up research, officials at the Department of 
Health and Human Services agree they still don’t have ‘visihility’ 
about what everyone is doing.” In other words, there is not much 
coordination. 

“Furthermore” — and this is what I would like you to respond to 
specifically — “some U.S. companies say that they remain confused 
about this country’s vaccine development program which lacks a 
timeline, leadership, and clear incentives for the private sector.” 

Mr. Secretary, is there a timeline? And where is the leadership? 
And what are the clear incentives for the private sector to produce 
a vaccine? 

Secretary Leavitt. I have met on a number of occasions now di- 
rectly with the heads of all of the producers of vaccines in the 
United States. The President has met with them as well. They 
made clear to us that they need three things in order to proceed 
with the development of vaccines. The first is protection from the 
liability that historically has been there when a vaccine was devel- 
oped in a rapid fashion. 

Senator Conrad. OK. Let’s take them each in turn. Have we 
done that? 

Secretary Leavitt. Yes, we have. 

Senator Conrad. OK. 

Secretary Leavitt. We have done so. 

Senator Conrad. OK. So they got — that is No. 1. No. 21 

Secretary Leavitt. The second is that they need to have some 
certainty that there will be a market if they produce the vaccine. 
The answer to that is yes, we would be the market if such a vac- 
cine were needed. 

Senator Conrad. And what has been done to make certain that 
they understand that that is the case? 

Secretary Leavitt. Well, we are now in the process and will 
within a matter of days or a couple of weeks announce a series of 
contracts that we have negotiated after response to requests for 
proposals that will drive forward not just the development of new 
facilities, but also the development of new technologies in the cell- 
based manufacturing realm. We are quite optimistic. Because we 
are still in procurement, I cannot be more specific than that, but 

1 can tell you that in a very short time we will have deployed the 
resources, the first phase of the resources that Congress appro- 
priated just a little under 2 months ago, not just in the area of vac- 
cine, new cell-based vaccine and facilities, but also adjuvant tech- 
nologies and also rapid diagnostics. 

Senator Conrad. And, Mr. Secretary, will you keep the com- 
mittee informed as to your progress on that point? 

Secretary Leavitt. Indeed I will. In fact, I will be issuing within 

2 weeks a full report to the Congress and to the American people 
on our progress on our comprehensive plan for pandemic prepared- 
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ness, and I will periodically do that. The vaccines are one part of 
a comprehensive plan. I am currently involved now in 50 State 
summits. By the end of this week, I will have done 18, and we have 
virtually every other State now scheduled or in active conversation. 
And hy the end of April, we will have accomplished that. 

Senator Conrad. And what is the third point? You mentioned 
there are three things that pharmaceutical makers have said are 
necessary: point No. 1 was protection from liability; second was cer- 
tainty of market. The third? 

Secretary Leavitt. Regulatory streamlining. They made clear 
that if we go through the normal process of approvals through the 
FDA of facilities, that it will elongate the process in a way that 
would be defeating to our ambition. And so I am working directly 
with the Food and Drug Administration. They are going to be using 
a streamlined and — not short-cut, but a streamlined process where 
we are essentially approving as they are developed, as opposed to 
waiting until they are developed and then approving. 

Senator Conrad. And is there any action required by the Con- 
gress to accomplish regulatory streamlining? 

Secretary Leavitt. No. We got the authorities in the defense au- 
thorization budget that appropriated the money, as well as where 
needed. We can proceed and we are proceeding, and I think you 
will find when the report is issued that we are making rapid and 
aggressive progress. 

Senator Conrad. Do you have a timeline with respect to vaccine 
development? 

Secretary Leavitt. Well, yes, we do. I can tell you that it will 
likely be 3 to 5 years — now that is a timeframe, but what we are 
essentially doing. Senator, is we are involved in co-venturing with 
the pharmaceutical manufacturers or the vaccine manufacturers a 
series of new technologies. It is possible that one of those will 
break through. We are not just counting on one. We are counting 
on multiple strategies. We have multiple strategies we are working 
at the same time. 

Senator Conrad. What do we do if the pandemic hits before that 
3- to 5-year period? 

Secretary Leavitt. Let me provide you some insight or at least 
offer some insights on vaccines as a strategic component of our 
plan. 

Any way you look at it, if we have a pandemic virus that begins 
to transmit from person to person, we are likely to be through — 
we will most certainly be the first 6 months without a vaccine be- 
cause it takes that long, even in our most ambitious plans, to iden- 
tify the virus and be able to develop a vaccine, go through the test- 
ing element and get it manufactured. So let’s assume that it hap- 
pened in a remote village in Thailand today. It would likely be 30 
days, maybe 45 days before it came to the shores of the United 
States. At that point it would begin to move. We would be in full 
alert by that time and have implemented our National Response 
Plan and will have identified samples and have gone to the process 
of identifying the vaccine. 

Any way you look at it, we are going to be 6 months before we 
have the capacity to start providing those vaccines, and we will un- 
doubtedly have been through the first wave of the pandemic, and 
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we will be dependent upon good public health measures to protect 
us, and that is why the other components of the plan are so impor- 
tant. 

Chairman Gregg. Thank you. 

Senator Bunning. 

Senator Bunning. Thank you, Mr. Chairman. I would like an 
opening statement to be put into the record, if it is all right. 

Chairman Gregg. Of course. 

Senator Bunning. Thank you. 

[The prepared statement of Senator Bunning follows:] 



Statement for Senator Jim Banning 
Budget Committee Hearing 
March 1, 2006 
HHS Budget 


Mr. Chairman. Thank you for holding this important hearing today. The budget 
submitted to Congress for the Department of Health and Human Services makes some 
significant changes to many of the programs under its control, and I know many of these 
changes will be controversial. 

In the 2007 budget, the Administration has proposed curtailing discretionary 
spending by $1 .5 billion for Fiscal Year 2007. This will mean that several programs will 
either receive a cut in spending or will be eliminated, including programs for rural health 
and the Centers for Disease Control and Prevention, 

Other programs, like the National Institutes of Health, will receive flat funding. 

The Administration has also proposed reducing spending in the Medicare program 
by $2.5 billion in 2007 and $35.9 billion over five years, along with proposing a number 
of legislative and administrative changes to Medicaid which will save a little over $13 
billion over 5 years. 

This won't be an easy task. Last year, we worked on a deficit reduction bill 
which saved $10 billion from the Medicaid and Medicare programs. It wasn’t easy 
getting this bill through Congress and onto the president’s desk. 

However, spending by the federal government must be brought under control if 
we don’t want to leave a legacy of sky-high taxes for our children and grandchildren. 
With the baby boomers beginning to retire. I’m afraid that if Congress doesn’t take a hard 
look at Medicare and Medicaid, along with our other entitlement spending, these 
programs will be overtaxed and too expensive to operate - potentially leaving many 
Americans without the supports they had expected. 

Finally, I want to say a few words about the new Medicare prescription drug 
benefit. The program has been in effect for about two months, and there have certainly 
been some problems with the start up. Flowever, I am confident that “HHS” and the 
Centers for Medicare and Medicaid (CMS) can work through all these issues. 

I also think it’s important to point out that for millions of beneficiaries the benefit 
is working well. About one million prescriptions are being filled every day through the 
program. Although we still have work to do, that is quite an accomplishment. 

I look forward to hearing Secretary Leavitt’s te,$timony and appreciate the time he 
has taken to be here today. Thank you. 
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Senator BuNNiNG. Your budget that you have proposed for HHS 
includes a reduction in mandatory spending of $2.5 billion in fiscal 
year 2007, $35 billion over 5 years. The budget also includes some 
legislative and administrative changes that would save about $13 
billion in Medicaid over the same period of time. That is a $48 bil- 
lion savings. I want you to tell me why the administration feels 
these changes are so important this year, especially, not last year 
or the year before, why are we doing it this year? 

Secretary Leavitt. Well, Senator, this has to be a long-term 
strategy because what we are doing this year is only an increment 
of what ultimately has to be done to keep these programs sustain- 
able. When you compile the impact of Medicaid and Medicare to- 
gether, we are seeing growth rates that are simply unsustainable 
in the long term. And, frankly, they are not as efficient. 

Now, we believe that we will see substantial improvement based 
on authorities that were granted in the statutes in the Deficit Re- 
duction Act. We think we will begin to see States innovate and that 
many changes will be made that will improve Medicaid as a pro- 
gram and allow us to begin serving more people with basic health 
care. 

Senator Running. For more efficient spending of our money for 
that? 

Secretary Leavitt. That is correct. I also am optimistic that we 
will see our capacity to assist more people with basic health care 
as opposed to having relatively fewer people have unlimited care 
increase. And that is a basic strategic change that I believe is be- 
ginning in Medicaid. 

Senator Running. You have also proposed in your budget to 
allow States to use drug formularies in their Medicaid programs 
like in the private sector. What kind of change do you think this 
will have on the States’ Medicaid programs and beneficiaries? In 
other words, are we really going to allow the States themselves 
that do get waivers, particularly — Kentucky just got a waiver. Will 
that really impact the cost not only for the Federal Government 
but for the State government, because we are going to run about 
a $750 million deficit in Kentucky unless we do something very 
dramatic. 

Secretary Leavitt. Senator, the States have needed to have the 
same tools that any private sector manager of benefits would have, 
and one of those would be formularies, the ability to use generic 
drugs where necessary or to find a class of drugs where there may 
be more than one alternative, one being much cheaper. When we 
are providing prescription drugs to a large population, having that 
management tool is an absolute necessity. 

Senator Running. You as the Secretary of Health and Human 
Services, how do you get the message out that when you reduce the 
growth in a program, it is not a cut? 

Secretary Leavitt. I repeat 

Senator Running. In other words, if you are reducing the growth 
in Medicaid and Medicare over a period of time from 48 to 45 per- 
cent, how do you get that message out when other people are try- 
ing to pound and say that we are actually cutting the program? 

Secretary Leavitt. Well, I have found the phrase useful to ex- 
press the fact that we are allowing it to grow at a slower rate. 
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Senator Bunning. Who is listening? 

Secretary Leavitt. Well, you and I are. 

Senator Bunning. Well, I know that, but who else? The Amer- 
ican people, are they listening? Or can you get that message out 
so that people understand if we don’t do something by 2030 or 
2035, three programs, mandatory programs, are going to take up 
75 percent of the total budget of the United States of America? 

Secretary Leavitt. Well, not only are the Governors listening, 
they are speaking. They know that this is true, and it is beginning 
to crowd out in their States many of the other important duties 
that they undertake, such as education and public safety. They 
have led the charge to this committee and to others to say we need 
the tools. What we want is to be able to provide coverage, to pro- 
vide assistance to a larger group of people. And we can do that and 
be able to make the program more efficient if we have the flexi- 
bility. 

Now, I believe Congress has made a historic step in the Deficit 
Reduction Act in providing a whole series of tools. We are working 
with States and propose even more tools that would allow States 
that capacity. Medicaid is thought of as one program. The reality 
is it serves a whole series of different groups of people. The di- 
lemma has been we have tried to use one approach to cover every- 
one. We will be far better if we can acknowledge that Medicaid 
does serve people who are aged and who are disabled and children 
who are in protected classes, and they have very specific needs. It 
also serves a lot of people who just need help buying insurance, 
and the needs of one group are different than the other. And what 
has been important is to provide States with the capacity to meet 
those needs with specific tailored approaches. 

Now, a big step was taken by the Congress with the Deficit Re- 
duction Act. It has given States a new set of tools, and I believe 
that those tools will have a profoundly important role in being able 
to help us meet the needs of those groups in a better way. 

Senator Bunning. Thank you. My time has expired. 

Chairman Gregg. Senator Stabenow. 

Senator Stabenow. Thank you, Mr. Chairman. And welcome. 
Secretary Leavitt. It is a pleasure to see you again, and while I 
have concerns about the budget, I have great admiration for you 
and have enjoyed working with you in your different hats that you 
have come before us with. 

Secretary Leavitt. Thank you. Senator. 

Senator Stabenow. First, a couple of comments and then a ques- 
tion. When we look at Medicare cuts in the budget, hospitals, nurs- 
ing homes, home health providers and so on, in terms of reimburse- 
ment cuts, what we see in the State of Michigan, with major manu- 
facturers, major employers providing private insurance, is a cost 
shift. I don’t see that saving money. I think there are things that 
we can do to save money as you talk about managing, whether it 
is chronic diseases or dealing with Health IT that I want to ask 
you about, but just for the record, Mr. Chairman, I do not see 
where we save dollars by cutting reimbursements that mean people 
end up either in emergency rooms sicker than they should be, get- 
ting treated, and then the cost is given to employers who see their 
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rates go up, or hospitals who raise rates because their reimburse- 
ments are less through Medicare. 

So this has become a huge issue for our major employers in the 
country and certainly in Michigan when we look at the cost shifting 
that is going on. 

What I believe saves money — and I know you do as well from 
what you have talked about before — are initiatives like Health IT. 
And I am pleased that we were able to pass the legislation dealing 
with interoperability. 

But my question deals with where do we go from here, because 
when we look at the budget, we see $116 million in for the Office 
of — it appears that there is about $53 million in for small grants, 
which is not going to do much. I mean, that is what? A couple of 
hospitals, maybe. I do not know. But it is not very much in terms 
of getting us where we need to go, and yet David Brailer’s office 
has testified that hundreds of billions — hundreds of billions of dol- 
lars can be saved by doing what you have spoken about, what I 
have spoken about. 

Senator Olympia Snowe and I have legislation that would allow 
some flexibility by using Medicare trust fund dollars to be used to 
purchase hardware, software, training, which we know will save 
the Federal Government, Medicare, Medicaid, as well as the pri- 
vate sector dollars. Tax incentives for physicians to be able to have 
accelerated depreciation to purchase the hardware, software, and 
so on. 

Could you speak to how you see us moving ahead on something 
that is clearly a bipartisan initiative? We have leaders in both par- 
ties speaking out, the President, yourself, and yet I do not see the 
movement in this budget that allows us to get there quickly and 
in the context of what we are talking about in terms of savings 
that has to occur in these programs. I do not understand why we 
are not moving more quickly, and certainly we would welcome your 
support for the legislation that Senator Snowe and I have intro- 
duced. 

Secretary Leavitt. Thank you. Senator. Could I answer your 
question in the context of the first subject you raised, which was 
physician reimbursements and how that in and of itself does not 
“save money.” It, in your suggestion, moves it from one account to 
the other. 

This is a prime example of how we have to change the entire way 
we think about health care and reimbursements. If we had Health 
IT in place where we were able to measure the impact of health 
care as opposed to the number of procedures, if we were able to pay 
physicians on the basis of performance and improvement in health, 
we would be able to have a rational way of seeing that trend turn 
down. What is lacking at this point is a way to collect that data 
in a consistent and clear way. 

Health IT is a critical part of that. There are two parts of Health 
IT. The first is adopting, that is to say, how do we get computers 
in every office and have everyone able to use them, and then the 
second is interoperability, the ability for those systems to work to- 
gether so we have a consistent way of doing it. 
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One of the worries is that if we are not fueling people buying sys- 
tems that are not compatible, then, in fact, what we are doing is 
essentially investing our way into a state of incompatibility. 

Now, we are working hard on both of those accounts. They have 
to happen at the same time. I can tell you that by the end of this 
year we have four significant breakthrough projects that will begin 
to move us on a pathway of standards. One will be doing away 
with the medical clipboard as we know it. When you walk into a 
doctor’s office, they always ask you to fill out your information 
again and again. We are creating a set of standards where every 
system that is now on the market could essentially have one sys- 
tem so that you could go into a doctor’s office, present yourself, and 
some way that you would identify, and all of that information 
would be available. That will be a big step forward, and we believe 
that by the end of this year, those standards will be available. 

Another area is in chronic disease management. I indicated ear- 
lier to Senator Conrad that 75 percent of all expenditures are in 
the area of chronic disease. Many of those diseases now are able 
to be monitored by devices that are external to a doctor’s office or 
a hospital. It is, again. Health IT. But that will allow us to do that 
in a more efficient way. 

Those are the kinds of things we are doing, and by the end of 
this year, we will have not just one but four breakthrough projects 
that are paving the way for this level of interoperability. At the 
same time we have to be working on adoption, as you have sug- 
gested. 

Senator Stabenow. Well, and, Mr. Secretary, I appreciate what 
you are working on. I know there are already, in fact, standards 
within the Department, and interoperability, I support doing that. 
But creating standards does not put the PC in front of the person 
that checks you in at the doctor’s office or create the dollars to buy 
the information software that is already out there. There is amaz- 
ing software, as you know, that is out there right now that could 
be used. 

I would just suggest that we have talked about pay for perform- 
ance, but the first thing is pay for use. They have to be able to get 
the equipment, and when we look back at this whole question of 
what is being cut, we are talking about reducing hospital reim- 
bursements, home health, nursing homes, on and on, and then we 
are saying, by the way, we want you to go out and invest in hard- 
ware and software and train people. I do not see that as compatible 
when we talk about compatibility. And if we — it takes time to get 
these systems in place, and if we wait until eveiy T is crossed and 
I is dotted on standards, we are losing time, critical time that could 
be put into saving money the right way, rather than cutting access 
to health care for people. 

And so I would urge you to look at what we have suggested, 
which is not general fund dollars, but a way for us to jump-start 
this and move it down the line. 

I know that we started our own systems in the Senate before 
they were interoperable. We still do not have all of the systems 
interoperable, and yet everybody got up and going, got on e-mail, 
got their websites set up, and we are connected in some ways. And 
we have built from there. You can also go backward on interoper- 
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ability, as I understand it, so that it does not have to be waiting 
until the perfect standards are in place. 

In this time when we are cutting and using strategies that take 
away resources and, I would say, take away health care. Health IT 
is a very important way to do something that is positive, bipar- 
tisan, and doable. But I think we can be moving much more quick- 
ly than we are. 

Thank you, Mr. Chairman. 

Chairman Gregg. Thank you. Senator. 

Senator Ensign. 

Senator Ensign. Thank you, Mr. Chairman. 

Mr. Secretary, I would like to followup on some of the issues that 
Senator Stabenow raised. Specifically, I would like to address the 
issue of health information technology. I am going to be holding a 
hearing in my Commerce Subcommittee on technology, innovation 
and competitiveness on this very issue. We held a hearing on the 
issue in July and I believe another hearing is warranted. I would 
appreciate it if you could come and testify at the hearing because 
we do not have the time to delve into the topic of health informa- 
tion technology in detail today. I know that you have issued several 
requests for proposals to accelerate the adoption of health informa- 
tion technology. I would like to invite you and some of the organi- 
zations who have been awarded contracts as a result of the RFPs 
to testify before my subcommittee. The hearing will provide Sen- 
ators with an update on where health information technology 
stands today. Everyone I have talked with believes that health in- 
formation technology will reduce duplication and cut down on ad- 
ministrative costs such as transcription and billing. Clearly, infor- 
mation technology has enormous potential to reduce medical errors, 
improve quality of care and lower health care costs. 

I was recently in a car accident. If I would have had an electronic 
health record the physician who treated me would have instantly 
been able to obtain personal and medical information about me to 
determine how best to treat me. Instead, I was required to provide 
personal and medical information to the physician while I was in 
a neck brace lying on a stretcher. It is much easier to have that 
type of information readily available on an electronic health record. 
Electronic health records can also help ensure that physicians have 
the information they need to make appropriate clinical decisions. 

I would like to discuss interoperability. We need to develop inter- 
operability standards to support electronic data exchange. Physi- 
cians and other health care professionals are hesitant to invest in 
information technology systems. Frankly, they do not want to in- 
vest ina system that will not be able to exchange information with 
anyone else. Currently, there are health care systems that have de- 
veloped their own interoperability standards with their own net- 
work of doctors. This is happening today. I have had several meet- 
ings in the last several months with groups that have developed 
interoperable systems. We need to rapidly increase these efforts. 

I agree with putting out tax credits and perhaps we should allow 
full expensing to encourage health information technology. There 
are a lot of barriers to the adoption of information systems in 
health care. The interoperability piece is absolutely going to be key. 
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I would also like you to comment on the area of best practices. 
I believe we need to develop and encourage the use of best prac- 
tices so that doctors and patients have the information they need 
to make appropriate clinical decisions. However, this has not been 
a big focus of health information technology. It seems to me that 
health information technology is how we drive best practices. Only 
about half of the doctors in the nation are utilizing best practices. 
The use of best practices is very common in business, but we are 
still not using best practices in medicine. I believe we will see dra- 
matic results when through the use of best practices. 

Could you please comment on how we can drive best practices 
into private health insurance programs and large government pro- 
grams such as the Medicare and Medicaid programs? I would alos 
be interested to learn what types of savings could result from the 
full implemetation of health information tecnology as well as the 
savings that could be achieved through the use of best practices. 

Secretary Leavitt. Let me say to both you and Senator 
Stabenow, I am as impatient on this as you are. This is something 
that needs to happen. Interoperability is critical to this. There are 
remarkable systems that you can go through and name the sys- 
tems — Kaiser Permanente, Intermountain Health Care, Cleveland 
Clinic. I mean, you can go all the way through the country and find 
centers of excellence where they have — the Veterans Administra- 
tion. They have brilliant systems where they can track their entire 
health record, but they cannot talk to each other. And that is what 
we have to solve, is a way to bring them together. 

Now, how do we achieve interoperability? I would suggest there 
are three alternative paths. The first is for the Federal Govern- 
ment to step up and say this is the way it is going to be. This is 
the interoperable standard. You will meet this. Well, that fails — it 
almost always fails and is not a good path. 

The second option I call the last vendor standing. We will just 
let everybody fight it out until they have one standing. Well, that 
does not work because there are lots of different ways to get to the 
same path. 

The third way is messy and it is hard and it is frustrating, but 
it is the only way, and it is a collaboration, and in my mind, it 
ought to be led by Government. And that is exactly what we are 
doing. We have established the American Health Information Com- 
munity. For the first time, we have brought together the Depart- 
ment of Defense, the Department of Veterans Affairs, all of the 
HHS entities, the States, the private sector, the communities, and 
we are saying to the world we are going to adopt as Government, 
which makes up 46 percent of all the dollars paid, we are going to 
adopt a set of standards, and we want the world to know that. 

But we want them to be the right standards, so we are going to 
collaboratively develop them, and then you need to know we are 
going to adopt them. 

Well, when you are 46 percent of the market, you are going to 
move the market. And we believe that in a very short period of 
time — I indicated at least four breakthrough projects — the market 
will begin to move, and we will start to see interoperability. 

Frankly, the world does not lack computers. It lacks interoper- 
ability. And once we have achieved that — now, I don’t think we 
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ought to be waiting until we have perfect interoperability. I for one 
would be delighted if I could say to my health provider, “Send my 
lab results to me electronically, and let it fit into a record that I 
will create.” That would be not the perfect step, but it would be a 
very important step. I was talking with a colleague of mine who 
went to the doctor. She took her children to the doctor, and she had 
to be away from work for a day. I said, “How did it go?” She said, 
“Well, it went fine, but I spent the first half a day being a medical 
courier. I had to go to three speciality doctors. I had to pick up 
brown envelopes with tests in them. Then I had to take them over 
to a specialist so they could read it.” 

There is no reason that has to be that way. They could, with the 
click of a mouse, send those in electronic form. And they should not 
need to do that. And those are the kinds of policy changes that will 
get us steps forward. 

I will confess to you that this is not happening as fast as I would 
like it to, but it is a big, cumbersome, and complicated problem. 
But I believe we are on the right path. 

Senator Ensign. Mr. Chairman, Secretary Leavitt did not com- 
ment on the area of best practices. Mr. Secretary — could you please 
address best practices? 

Secretary Leavitt. Well, you can get lots of estimates on what 
kind of efficiency this would create. Many believe it is as much as 
30 percent. When you are talking about 30 percent of $1.9 trillion, 
that is a lot of money. Now, others say it is less than that but still 
significant. There is no question in my mind that money is part of 
it, but it is not the only reason. 

What is the savings to my colleague of not having to take a day 
off of work? That is big. What is the value of having a best practice 
that will save my life because I did not get a hospital infection or 
an adverse drug effect. Those are huge savings that are not re- 
flected in that 30 percent. 

Senator Ensign. Mr. Chairman, the reason that we are focused 
on the money aspect of best practices is because we are beginning 
to work on the budget. Even if we did not save any money through 
the use of best practices it would be worth implementing best prac- 
tices it simply because of all of the other side benefits. I think that 
best practices is absolutely one of the most important areas that 
we can focus on as far as our health care system and as far as our 
budget is concerned. Best practices certainly have the potential to 
curb health care costs. At the same time, best practices will ensure 
that Americans have access to evidence-based health care when 
they need it the most. This is exactly why this Congress needs to 
be focused on doing everything that we can to bring best practices 
to fruition as quickly as we possible. 

So I thank you, Mr. Chairman. 

Chairman Gregg. Thank you. We just need to apply it to veteri- 
narians. 

Senator Murray. 

Senator Murray. OK. I don’t think I will touch that. 

Thank you very much, Mr. Secretary, for being here to talk about 
the budget for Medicare and Medicaid, and I agree with Senator 
Stabenow’s original comments where she started out talking about 
just reducing the dollar amount we spent here does not necessarily 
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save us a lot of money unless we focus on really prevention and 
programs like preventive health block grants and maternal and 
child health program, HCAP, those kind of programs that are pre- 
ventive, that keep people from coming in and using costly health 
care dollars. So it concerns me that those programs are cut in our 
budget. 

But I want to focus my questions today on what is happening in 
the reality of us shifting costs in terms of saving money, and spe- 
cifically let me talk about the VA, because as all of us know, we 
went through a very difficult situation last year where the VA fi- 
nally told us after months of saying that there are long lines, peo- 
ple are not getting access to care, we have a crisis, that they indeed 
were short well over $1 billion in VA health care. And we had to 
come up with additional dollars to face that last year. 

Well, what I am hearing now — and we had a VA Committee 
hearing yesterday — is that a number of States, because of the shift- 
ing burden to them to care for the Medicaid population, looking for 
ways to save money, are working to treat veterans who qualify for 
Medicaid, shifting them back to the VA. And it was shared with 
us that an analysis was conducted by Missouri’s auditor in 2004. 
It found that Missouri could save $5.5 million if veterans who re- 
ceived benefits through Medicaid had instead received care from 
the VA. 

Missouri is not the only State doing this. My home State of 
Washington recently identified veterans who enrolled in public as- 
sistance programs and introduced 2,000 veterans back to the VA 
system, saved my State $4 million, but that cost is shifted back to 
us. And it makes me very concerned because 5 percent of Medicaid 
recipients are veterans today. We have an obligation to care for 
them. But we have not budgeted for that. That will have a huge 
budget implication back at us, and I am curious if you are aware 
of this trend and whether you expect it to continue. 

Secretary Leavitt. I have to confess. Senator, that is the first I 
have heard that. I am not surprised that States are looking to the 
Veterans Administration to cover those who are eligible. That does 
not surprise me. But I am not aware of the trend that you have 
spoken of, and it is worthy of investigation. 

Senator Murray. Well, it is an important one because it comes 
back and hits us, and we have to make sure that we have the dol- 
lars for the VA. I don’t think any of us want to be sitting there in 
July saying we are $1 billion short again. But I think we need to 
be aware that that is what happens. 

And a second similar shift, a number of seniors are telling me 
that when they call Medicare to ask about the Part D drug benefit, 
they are being told — asked, in particular, if they are a veteran, and 
if they are, telling them, well, don’t sign up for Part D, go into the 
veteran system — which then, by the way, covers all their health 
care and they deserve that and we should not turn them away. But 
it is shifting that cost from Medicare to the VA, and again, it has 
a budgetary implication. 

So I did not know if you were aware that people are being told 
that. 

Secretary Leavitt. We have been working to help people get pre- 
scription drug coverage by whatever means possible, and I will tell 
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you that I have heen in, I think, 44 States talking with seniors 
about the Medicare Part D. And routinely people will say, “I am 
a veteran, and I am happy with that system.” And so as a matter 
of course, people who are eligible 

Senator Murray. Sure. I did not have a problem with it. It has 
a budget impact because it is not just their prescription drugs. If 
it a senior just looking for prescription drugs, they shift to the VA, 
and it covers their entire health care. They cannot just go in and 
ask for a prescription. They then get all of their health care there. 
It is a cost. It is one that we owe to our veterans. But it is going 
to have tremendous budget implications, and I think we — it makes 
me very worried about our veterans budget again, as I was con- 
cerned last year with these shifts from Medicaid and Medicare 
moving back onto our veterans system and us not providing the re- 
sources for it. 

So just saying we are going to reduce Medicaid costs does not 
necessarily save money. I just want us all to be aware of that, and 
we are going to have huge implications from that. 

And my time is short, but I did want to just mention that I ap- 
preciated you being out in my State recently working with my Gov- 
ernor to come up with additional — I think it was $15 million for 
our dual-eligibles. It is, as you know, a huge challenge across the 
country as the prescription drug plan is going into effect. The dual- 
eligibles are rightfully — really, it is a very disconcerting problem 
that has an impact on our physicians, on our senior citizen homes, 
on our pharmacists themselves. And I appreciate you coming out 
with the announcement to help our State with this co-payment 
issue for dual-eligibles. 

But I did want to find out from you, this is not new money, it 
is my understanding. It is simply a recalculation of the State’s 
clawback. I just want to make sure my State is not going to end 
up at the end of the day with this bill sitting in their lap, and if 
you cannot provide me with the information today, if you could give 
me a detailed answer on that, I would really appreciate it. 

Secretary Leavitt. I am actually able to give you a fairly de- 
tailed answer on this. The good news on the prescription drug ben- 
efit is that enrollment continues to go up dramatically and the 
costs are going down, and they are going down because the com- 
petitive nature of the market now has driven them down. And one 
of the benefits of that is that we have been able to reduce the 
amount of money that the States have to reimburse the Federal 
Government. And in the case of the State of Washington, it was a 
little over $14 million. 

That announcement came at a very good time because your Gov- 
ernor was interested in being able to cover the $1 and the $3 co- 
pay. Some States have chosen to do that. Washington State was 
not one who had. And so the Governor went to the legislature and 
proposed it, and I understand that authorities have been granted, 
and she is now able to use that $14 million. 

It is important, as I have communicated to her, that she recog- 
nize that is a one-time proposition. We do not know what will hap- 
pen next year. We like to think that they will continue to go down, 
but 
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Senator Murray. And you have the flexibility within the law, 
just so I understand, to be able to say we are not going take the 
clawback? 

Secretary Leavitt. It was a recalculation of the clawback. It was 
just a recalculation. Because of the cost savings, the amount that 
they would need to pay was $14 million less. 

Senator Murray. So it is not an additional cost to the Federal 
Government? 

Secretary Leavitt. It is not. Nor is it — let me restate it for clar- 
ity. The State of Washington had budgeted 

Senator Murray. And other States, I am understanding. 

Secretary Leavitt. Right. When the Medicare Modernization Act 
was passed, it took the dual-eligibles and moved them from Med- 
icaid over to Medicare. That would have been a substantial savings 
to the State because they would no longer carry that responsibility. 
And so Congress concluded that the financial benefit to the States 
should be phased in and started with 90 percent of the first year 
of the cost of that would need to be repaid, and some people have 
called that the clawback. 

Senator Murray. Yes. 

Secretary Leavitt. Each year that reduces by a certain amount, 
5 percent a year until it gets to 75 percent. That was calculated, 
and the amount — let me just say it was this big — 

[indicating] for the State of Washington. 

When we recalculated it, seeing the new savings that were in- 
volved because the costs of the drugs were less, instead of being 
this much that they needed to pay back, it was this much — 

[indicating]. And the savings that they no longer needed to pay 
to the Federal Government was the $14 million. 

Senator Murray. But you are saying that was 1 year only? 

Secretary Leavitt. I am saying that would be 1 year. 

Senator Murray. All right. 

Secretary Leavitt. Actually, that might repeat because — it very 
well could repeat because the savings will be — ^you know, one would 
like to think they will be permanent. We do not know. The market 
may continue to drive them down, and it may be even more. But 
the point is the $14 million was coincidental to the fact that she 
needed $14 million. It was a stroke of good fortune, and it solved 
a problem, and they will need to wrestle with a permanent solu- 
tion. But it may, in fact, be permanent, because the actual amount 
they will have to repay will go down 5 percent every year. So I 
guess now that I think about it, it would very likely be at least de- 
pendable, maybe not permanent. 

Senator Murray. Sure. All right. Thank you, Mr. Chairman. 

Chairman Gregg. Senator Nelson. 

Senator Nelson. Thank you, Mr. Chairman. 

Mr. Secretary, thank you for your public service, and thank you 
for your service as EPA Administrator as well as Secretary. 

About the time that you were coming in as Secretary — it has 
been a couple of years, hasn’t it? 

Secretary Leavitt. A year. Time flies. 

Senator Nelson. Well, then, just before you came in, we had had 
a little dust-up in Florida with some harassment of senior citizens 
cracking down on their importation of a minimal supply of pre- 
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scriptions from Canada, either by the Internet or by mail. This was 
before you came in as Secretary, and I had assurances from the 
head of the Food and Drug Administration that since they have a 
lot on their plate, what they were not intending to do was to harass 
senior citizens, and that they were not going to implement a pro- 
gram whereby the confiscation of these prescriptions were occur- 
ring, where there was a 90-day supply or less of the prescriptions 
ordered by mail or by the Internet. And so we have gone along the 
last couple of years under that policy. 

Lo and behold, starting about November, apparently that policy 
has changed. And I have been getting complaints from all over 
Florida, and especially so in the last couple of weeks, to the tune 
of 130 complaints. And what that would indicate is there are a lot 
of people out there, because when I get a complaint, it is usually 
the tip of the iceberg and there is a lot underneath. A hundred and 
thirty complaints is fairly sizable, that suddenly their prescriptions 
had been confiscated. 

Now, of course, one of the things that comes to mind, first of all, 
I have raised a lot of sand about this because this was the policy 
of Food and Drug, which is under your administration, but I am 
also concerned. Is there any linkage between trying to drive citi- 
zens, senior citizens, out of purchasing where they can get them at 
half the dollar value of the retail price, by driving them out of get- 
ting them from Canada into the prescription drug benefit Part D. 

And so I want to ask you that for the record, if you could clarify 
what are your policies. 

Secretary Leavitt. Senator, I can give you some insight on this. 
I have done some investigation myself. 

The Food and Drug Administration has worked in a cooperative 
way with the Customs Service, and generally what happens, if 
there is an event involving a prescription drug, it is referred to the 
FDA by the Customs Service. The FDA frankly has been spending 
some time, but for the most part focused on other things, but the 
Customs Service in the last year has been given independent au- 
thority and developed independent of the FDA the capacity to deal 
with these matters and, you know, not always required to check 
with the FDA on the implementation of such a policy or, for that 
matter, the adjudication of that kind of a matter. 

What you are seeing is a substantial increase in activity by the 
Customs Service, and as I understand it, what they do is send to 
the recipient of the drugs a letter saying: We have these. It is not 
in accordance with the law. Would you like us to refer this to the 
FDA for testing? 

The recipient then has an opportunity to do that, and the FDA 
then receives it, and the FDA then is able to determine whether 
or not it is appropriate or not. 

So I want to make three points. The first is what you are seeing 
is an increase in activity by the Customs Service. 

Senator Nelson. Indeed, and that has been confirmed, to the 
point 7 times greater what it has been in the last couple of years. 

Secretary Leavitt. The second point is, whether one agrees with 
it or not, it is the law. 

And the third point is I wanted to just give you some sense of 
why there is concern about this. We have a rather well-protected 
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distribution system of drugs and, for that matter, food in this coun- 
try. I have been concerned about drug counterfeiting. The FDA re- 
cently, as an example, found a website called “Canadian Generics.” 
It had the Canadian flag. It had all kinds of motion to it. I think 
it may even have the Canadian anthem, for all I know, but it was 
all focused on Canadian generics. 

Our investigators bought drugs from this site. We tracked the 
transaction. It turns out the website was actually managed in 
Belize. It turns out that the ISP was in China. It turns out the 
check we sent them was cashed in the Virgin Islands. And the 
postmark on the drugs came from Dallas, Texas. 

When we tested the drugs — there were a series of them that we 
ordered — every single one of the drugs had active ingredients that 
were dramatically different than represented. In some cases, it was 
half In other cases, it was twice. In one case, we had a syringe 
that was brilliantly counterfeited. You could not tell the package 
from the original one that would be developed by a manufacturer. 
But instead of the solution in the syringe being according to speci- 
fications, it was tap water. 

The point is that there is a danger here, and there is a need for 
buyers to beware and to be very careful about who it is they are 
buying drugs from. It is currently the policy of the United States 
to protect the distribution system of our drugs in that way. 

Now, again, I wanted to tell you that in the context of I think 
the increased activity that you are seeing is a function, as you have 
confirmed, of the Customs Service. That is the role FDA plays and 
why we are being quite concerned about counterfeiting. The World 
Health Organization indicates that it is now a $35 billion industry. 
Law enforcement people tell me that if you take a trunkload of cap- 
sules of crack cocaine and you set it side by side a trunkload of 
phony Viagra, you will get a lot more money out of the phony 
Viagra than you would the crack cocaine, and the penalties for get- 
ting caught are substantially less. 

So we are seeing a substantial amount of increase in the level 
of trafficking in counterfeit drugs, and so the intensified concern on 
behalf of the Customs Service is not just in enforcing the law. 
There is a legitimate public harm that could, in fact, occur here. 

Senator Nelson. I understand that, and you need to understand 
the flip side of this, that we want you to go after all of the counter- 
feit, and that is what the law is for. There are certain established 
procedures that the Food and Drug Administration over the course 
of the last year, because of its policies, seeing that a small supply 
of prescriptions to seniors coming from reputable pharmacies in 
Canada, that the possibility of harm is de minimis and they know 
it, and given the fact that the FDA has so much on its plate, then 
it was not going to cause the confiscation of seniors’ drugs. And the 
flip side you need to hear from us as we, the legislative branch, ad- 
vise to you, the executive branch, and hold you accountable is that 
there are seniors out there that are having difficulty making ends 
meet. They cannot afford the retail price of drugs. They either are 
confused and have not signed up because of the multiplicity of 
plans, or where they try to sign up, they find that the cost is way 
more than they could get the drugs. And rather than having to sac- 
rifice on other necessities, since they have to have their prescrip- 
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tions, they buy them where they can get them at half the retail 
price. 

Now, that is the side that you need to hear in the implementa- 
tion of the policy. So I take it that your final answer then is you 
see no causal connection with trying to force seniors into prescrip- 
tion drug Part D Medicare. 

Secretary Leavitt. Senator, we have had no change in policy, 
and I can tell you that I know of no causal connection between 
those. I do think your points are sound ones, and that is, we need 
to help seniors have access to the prescription drugs that they 
need. We need to work hard to make certain that they know about 
the benefits of the prescription drug benefit. We also need to do our 
best to inform them of the difficulties that can come in having 
drugs that are not pure and not well protected. 

You know, I acknowledge that there is this ongoing policy debate 
about what our law is, but I do want to assure you there has been 
no change in policy. 

Chairman Gregg. Thank you. 

We doubled the spending on NIH by 2003. We have taken a few 
years basically to pause that spending so they could absorb it and 
effectively use it, which I think was appropriate. 

I notice this budget once again essentially freezes NIH funding. 
Is the demand for research being adequately met by NIH at this 
time? 

Secretary Leavitt. Well, Senator, you appropriately — this is a 
fiat proposal on our part. It ought to be recognized that there is 
a $30 billion investment here, and we are working to find ways in 
which we can use that money better. One example is that we are 
pressing hard on having trans-institute investment. Instead of just 
having institutes invest on their own, this is a good example of 
what I talked about going across agencies and breaking out of silos. 

For example, the genetics and environment initiative that you 
will see represented here, that will benefit all 27 Institutes. Dr. 
Zerhouni has what he calls his road map where they are identi- 
fying high-priority basic science that does not need to be done in 
every single one of the institutes. I frankly felt pretty good about 
keeping NIH level-funded in a deficit reduction budget. 

Now, I know that we would all be happier if we had resources 
to do otherwise, but I feel good about the commitment that we have 
made, and I feel good about the strate^ that we are deploying to 
make certain that those important initiatives keep going forward. 

Chairman Gregg. Senator Conrad. 

Senator Conrad. Thank you, Mr. Chairman. 

I would like to go back to the avian flu question. I don’t know 
if you saw the February 17th opinion piece in Newsday. This is 
what they said. The headline was “The Next Disaster.” It said, 
“The U.S. Government has done little of consequence to prepare for 
the possible rise of the epidemic. Congress has allocated $280 mil- 
lion for flu surveillance, but none of it has been spent. Now it is 
too late to use the money effectively. President Bush has set a goal 
of creating 81 million courses of Tamifiu, but the United States has 
a current stockpile of only 4.3 million courses of Tamifiu. And it is 
unclear how quickly pharmaceutical companies can produce more. 
The real hope lies in the development of new, more effective bird 
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vaccines. Crash programs are underway in Asia and the United 
States, hut there is little, if any, coordination among them. Bird flu 
may not become a pandemic, but Washington must be prepared for 
it and devote more money and greater urgency to preventing it, 
and time is running out.” 

Can you tell us how much is in this budget to confront a poten- 
tial pandemic? 

Secretary Leavitt. In total, the President has requested $7.1 bil- 
lion. The Congress has funded thus far $3.3 billion of it. We have 
embarked on a multi-strategy comprehensive plan, and I would be 
happy to go through each piece of it. I would like to point out 

Senator Conrad. But how much money is in this budget? 

Secretary Leavitt. Well, in this budget we have $2.3 billion, and 
there is an ongoing $350 million. 

Senator Conrad. $2.3 billion. 

Secretary Leavitt. When you combine the $3.3 that Congress al- 
located in the last budget period and this $2.3 billion plus $350 
million, and then we will undoubtedly be making a request for the 
third year, that will get you to the $7.1 billion that the President 
has requested. 

Senator Conrad. Let me ask you this: Is $2.3 billion all that you 
can use to prepare for this, or could more be done? 

Secretary Leavitt. Senator, there is always more, but we believe 
that the $7.1 billion provides a comprehensive approach and, frank- 
ly, will have put us on a crusade to create vaccines, to put stock- 
piles of antivirals in place, to create technologies that do not exist 
today to work with a monitoring network around the world and 
around the United States, and to bring to a level of readiness never 
before achieved in the United States for any kind of a medical dis- 
aster. We see this as not just having value in the context of a pan- 
demic, but for any medical emergency, be it bioterrorism, a nuclear 
attack, or in some kind of natural disaster. We believe that this is 
combined with the almost $7 billion that has been spent on surge 
capacity since 2002, this is a rigorous and quite aggressive cam- 
paign to prepare. 

Senator Conrad. Let me just say this to you: that my reading 
of this book on what happened in 1918 is that an awful lot of well- 
meaning people did not respond aggressively enough. And I am 
very concerned that we are headed in that direction again. 

When I hear you say 3 to 5 years on the vaccine front, that 
sounds like a long time to me. And in any event, we would have 
to face 6 months of the scourge before we would be ready to re- 
spond. 

Is there anything that could be done to shorten those time peri- 
ods? 

Secretary Leavitt. That is a question that has been posed to 
every vaccine manufacturer and every scientist I could find, and I 
am persuaded. Senator, that simply the nature of the process of 
building and manufacturing vaccines requires that period. When 
you make a vaccine, it needs to be tested. You are putting into the 
arm of people a virus or some component of a virus that has an 
impact on their body, and we have learned from sad experience 
that if we are not doing it in a safe way, it is possible to cause 
harm. And that is the major component. 
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Now, we do have manufacturing deficits right now. We do not 
have the capacity in this country. That is, frankly, the subject of 
20 years of neglect. One of the good things that will come from this 
is that we will not only create the capacity to generate vaccines in 
a pandemic, we will also take care of the problem we have on vac- 
cines for the annual flu. 

But any way you look at it, we are going to have to do two 
things: more capacity and new technology. You cannot get to the 
300 million courses that we aspire to get to in 6 months using eggs. 
We have to use cells, and that capacity does not exist. When that 
editorial was written, we were 47 days into our funding cycle. We 
are already issuing substantial procurements in that period of 
time. I don’t know how it could be done faster. 

Senator Conrad. Let’s go back to this question. Is there a way 
through more investment to be prepared for this capacity need 
sooner than the 3- to 5-year time period? 

Secretary Leavitt. That is precisely the question we have issued 
to the entire vaccine world. We did not give them 3 to 5 years. We 
said: Come to us with your ideas. Show us how you can create a 
vaccine and technology in the shortest amount of time possible. 

They are responding in a competitive marketplace. We have mul- 
tiple providers who have stepped forward with good ideas and 
smart people. We have asked them not to do anything short of put- 
ting their best people, and, frankly, that has been a — we have had 
to offer the kind of co-investment that we are making in order to 
incent them to do that. 

Senator Conrad. And how much is that co-investment? 

Secretary Leavitt. Well over $1 billion of the 3.3 this year. 

Senator Conrad. And let me just go back to this, my final ques- 
tion. If we wanted to do more to speed this process, are there 
things we could do? 

Secretary Leavitt. Senator, I am persuaded that there are five 
components to readiness. The first is having antivirals in sufficient 
proportion. We will be at 20 million courses of antivirals by the end 
of this year. We have stepped that up substantially. We are work- 
ing with the States to create their stockpiles and means of distribu- 
tion. 

The second is vaccines. We 

Senator Conrad. If I could just stop you. No. 1 is when you say 
antivirals, you are talking there about Tamiflu and 

Secretary Leavitt. Tamiflu and other antivirals 

Senator Conrad. Relenza? 

Secretary Leavitt. Primarily Tamiflu. You and I have had con- 
versations — 

Senator Conrad. Yes. 

Secretary Leavitt [continuing]. About Tamiflu and its limits, but 
it is a very important part of our plan. 

The third part is in monitoring. We are developing with the 
world a monitoring network. Now, I need to tell you that I have 
personal doubts about whether or not you are going to be able to 
find the spark when it happens. It is a big world, and there are 
lots of people, as we are seeing. It has now spread over — well, we 
have seen it in 20-plus more countries over the course of the last 
2 months. This morning it is being reflected in cats in Africa and 
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in new countries. I mean, it is spreading across the world. I do not 
believe that there is any reason to believe we will not see wild 
birds in the United States with the virus. 

Senator Conrad. It is just a matter of time. 

Secretary Leavitt. It is just a matter of time, maybe very soon. 
It is not inconceivable that we could see a domestic flock. Neither 
of those would be emergencies or crises or things that we have not 
seen before. We can deal with that. What becomes a pandemic is 
when we see person-to-person transmission. 

Now, any way you look at this, the first 6 months of a pandemic 
we are dependent upon basic public health, social distancing, every 
business having a plan, every school, every church, every county, 
every tribe having a plan. 

Senator Conrad. And we do not have that, do we? 

Secretary Leavitt. When it comes to a pandemic, we are overdue 
and we are underprepared. But we are moving with dispatch, per- 
haps at greater speed and with greater opportunity to do some- 
thing about this than any generation in humankind has had before. 

Now, that is exactly the reason why I am going personally to 50 
States with Governors, holding pandemic summits, not just to talk 
to public health people but to talk well beyond public health, to 
school principals, to superintendents, to college presidents, to cor- 
porate planners. We are talking with community leaders. We are 
talking with faith-based organizations. 

Senator Conrad. Can I just say to you, Mr. Secretary, with great 
respect, when I read the reactions of public health people, what 
they are telling me and what they are saying publicly is that the 
response is woefully inadequate, that we do not have the resources, 
that if it comes down to it, if we have a pandemic, the medical es- 
sentials are going to be in grossly short supply. 

Ventilators — if there is one thing I have heard consistently, it is 
that we are going to immediately have a crisis with ventilators; 
that we are going to have a crisis with hospital space; that we are 
going to have a crisis with public health providers. And, I mean, 
this is what I get back from them, that we are not prepared. And 
when I talk to people in business, their response is, “We are not 
prepared.” And I have great respect for you. I think we have to do 
more. I think we have to have a more ambitious plan than we have 
that I see so far. 

Secretary Leavitt. Senator, is there time for me to give you a 
response. 

Senator Conrad. Certainly. You can always respond. 

Secretary Leavitt. I am spending a very high percentage of my 
time — I know you do not doubt that. This concerns me greatly. I 
spent weeks walking through medical shelters during Katrina. I 
saw people who had come from every State to help their fellow citi- 
zens in distress. I learned a couple of lessons from that. One is 
sometimes we have to think about the unthinkable, and what you 
are suggesting, I agree with. 

Second is that a pandemic is different than any disaster that we 
prepare for. It is different than an earthquake, it is different than 
a hurricane, it is different than a bio terrorism event — in two ways: 
The first is it happens everywhere at the same time. It will happen 
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in Seattle and Santa Fe and Sarasota and Syracuse at the same 
time. 

I saw in the paper recently a public health official, like one that 
you referenced, saying, “Look, what the Federal Government does 
not understand is that we count on them for ventilators when we 
have any kind of a problem like an earthquake or a bioterrorism 
event, and we are all going to come there at the same time.” 

Senator Conrad. I just read that very 

Secretary Leavitt. That is exactly what we do get, and the rea- 
son I am going from State to State to say to them any community 
that fails to prepared on the basis of the expectation that the Fed- 
eral Government will be able to step in at the last minute and 
throw them a lifeline will be sadly mistaken. 

Yes, we have an obligation at the National Government, and we 
are responding to it. We are developing vaccines; we are developing 
antivirals. We are working to develop stockpiles. We are going out 
to the States. We are working on our border issues. We are exer- 
cising at the Cabinet level. We are working internationally. All of 
those things are roles that the National Government has to play, 
and we are playing them. 

But communities need to prepare. We have to be a voice, a warn- 
ing that we will not have the capacity to respond to every commu- 
nity if it is happening at one time. If they need ventilators, we will 
have some, but it will not be nearly enough to go to every commu- 
nity. And maybe they ought to be thinking about whether they 
need ventilators or a new swimming pool. If they are concerned 
about preparation, public health is a public responsibility of local 
government, not because we do not want to respond, not because 
we have not got the wallet for it, but because you cannot manage 
a pandemic in that atmosphere. There are too many places. We will 
be responding to as many as 5,000 different communities at the 
same time. 

This is an important principle in the management of a pandemic. 
The foundation is local preparedness. 

Senator Conrad. Let me just conclude by saying I agree with 
that. I also believe deeply that the Federal Government has a lead- 
ership role. I think you believe that as well. And I must say as I 
look at this and I look at $2 billion to confront something that 
could be the disaster of our lives, could be the disaster of our time, 
I just do not think it is enough. I do not think it represents the 
kind of commitment that we need to make in light of the potential 
danger. This potential danger is so extraordinary, and we need to — 
I think we need to do much more. 

Chairman Gregg. Mr. Secretary, we appreciate your time. I 
want to followup on that briefly. You know, as former chairman of 
the HELP Committee and as chairman here, I have been inti- 
mately involved in this. And I do not want to leave this hearing 
with the sense that you folks have not been doing an extraordinary 
amount to try to prepare, both in this and the area of bioterrorism. 

This $7 billion that you have asked for is outside the budget. I 
mean, it is an emergency funding. You have asked for another 2.3, 
I think, outside the budget. It will come to you. And the issue I 
have sensed, looking at it on fairly close analysis, is — as you point- 
ed out earlier, the first issue is how you get people to start pro- 
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ducing vaccine. The vaccine industry in this country basically was 
destroyed by the legal community. And so I drafted language — ac- 
tually, Vince drafted the language, I think. But we drafted lan- 
guage which Senator Frist has been a strong supporter of, and we 
put it in and we have hopefully taken care of that legal issue. But 
we still do not have a vaccine production capability in this country 
of any capacity, and I know you are working to get that up to 
speed. Because we understand that when this happens, every coun- 
try is going to need vaccine. There is going to be a unique situa- 
tion. Every country is going to need vaccine, and the country that 
produces it is going to keep their own, and so we have to have a 
domestic vaccine capability, and I know you are — and we put this 
$5 billion in the pipeline for bioterrorism, and now we have $7 bil- 
lion in the pipeline for avian flu. That is a lot of money on the table 
that hopefully the marketplace will respond to, and I know you are 
working to make sure they do. 

So it is not an issue in the area of vaccine; it is not an issue of 
having the money or the Federal Government commitment. It is 
the issue of not having the structure; it is not having the infra- 
structure and building that infrastructure is something we are 
committed to. And I think the Federal Government has done yeo- 
man labor here to try to make the playing field attractive and force 
the action to occur. And so I congratulate you for that. 

The secondary issue is just the nuts and bolt of addressing a 
pandemic or bioterrorism event. It involves things like stockpiling 
ventilators, but other things, you know, masks, syringes, gloves — 
none of which are made in the United States any longer in any sig- 
nificant amount. So we have to buy them from somewhere, and I 
have been putting a lot of pressure. We had Dr. Gerberding earlier 
in another forum, and I asked her: When are we going to have our 
stockpiles up to speed? And do we have a timeframe for it? And she 
said yes, we do, we will have the adequate stockpiles by June — and 
she said she would confirm this, and I would like you to confirm 
it — of syringes, of masks, and of the other what you would call 
mundane activities of dealing with people who are sick. So we are 
moving in that area. 

And then we have the issue of quarantine, which I understand 
you are aggressively pursuing. So there is a lot going on in this 
area, and the commitment of resources is huge. Are we moving as 
quickly as we want? No, but I don’t think it is so much a lack of 
commitment on your part — in fact, just the opposite. I think the 
part of the administration has been huge, and it has been a bipar- 
tisan support here. Obviously Senator Harkin has played a major 
role. But it is really a fact that we don’t have infrastructure and 
we don’t have production capability. And we have never really 
thought through how you quarantine 20 percent of a population, 
how you do it and how you handle a bed surge of that size. 

So it is not something you can just wave a wand at and solve, 
and so I just — well, first off, I want to make sure that Dr. 
Gerberding was right, that we are going to have this stuff stock- 
piled by June. And, second, I do want to say that I appreciate the 
huge amount of attention and energy that is being put into this 
and into the bioterrorism effort. And I understand that it comes 
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down to getting the antitoxins and the antivirals and the vaccine 
industry up to speed to accomplish it. 

Secretary Leavitt. Senator, I want to say if there is a bioter- 
rorism event or an earthquake or a hurricane or a nuclear event, 
we have the capacity to take to a spot stockpile, and we can deliver 
it anywhere in the country in a very short period of time. But I 
don’t want to in any way mislead you or anybody else. If we have 
a pandemic and we are having to deal with, as a country, 5,000 dif- 
ferent communities, it is unrealistic to think that we are going to 
be able to serve them out of national stockpiles other than, say, 
antivirals. We will have sufficient, between what we have in 
our 

Chairman Gregg. If I can stop you there, my understanding was 
that we were — our game plan was to stockpile for a pandemic, with 
the capacity to handle mundane activity of dealing with sick peo- 
ple, specifically syringes, masks, gloves, you know, so that we 

Secretary Leavitt. All that will be in it, and we will be able to 
deliver it to a certain point. But this is a different kind of emer- 
gency than what we are accustomed to dealing with, and for that 
matter — well, let me pose it differently. 

I was in Florida at a pandemic summit, and we were having this 
conversation with the Governor of Florida, Governor Bush. He said, 
“How long do these last?” Well, that is the second difference. Not 
only do they happen everywhere at once, they last a year or a year 
and a half They come in waves. He said, “In a year, a year and 
a half?” He said, “I have had two hurricanes down here — eight hur- 
ricanes in the last 2 years.” 

So we have the potential of having a hurricane in the middle of 
a pandemic. There is no reason to think that a bioterrorist event 
couldn’t occur during the middle of a pandemic. 

So for us to empty our stockpiles out with the idea that no other 
event could occur may put the Federal Government in a position 
where we are not able to respond to the things we are uniquely 
prepared to respond to. 

I go back to the fact that we need help here in being able to com- 
municate the urgency of State and local governments, of every 
business, of every school, of every college, thinking through what 
their own needs are going to be. 

Chairman Gregg. I think everybody appreciates that point. Hav- 
ing a State plan is critical, and I know you have asserted and de- 
manded State plans everywhere. But I guess I misunderstood, be- 
cause my understanding was that we were — that part of this $7 
billion was basically the capacity to stockpile nationally, obviously 
spread across the country, the everyday needs that we would not 
be able to import for medical care. I am not talking vaccine here. 
I am talking, you know, what we just — the things we just 

Secretary Leavitt. I think there is $212 million going into in- 
creasing stockpiles of consumable medical. That is a lot of gauze 
masks and a considerable number of ventilators. But if you try to 
stretch that over 5,000 communities 

Chairman Gregg. Well, OK. 

Secretary Leavitt. Now, antivirals, that is a different propo- 
sition. We are working with the States. The challenge there is not 
having them. It is distributing them. It is having the capacity to 
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put pills in the palms of people’s hands at the right — within 24 to 
48 hours. I think this is an important conversation because if you 
have been left with the impression that in our stockpile is the ca- 
pacity to respond to every community, every village, every city, 
every hospital’s needs for consumables, I do not think we are there. 

Chairman Gregg. Well, I guess I must have misunderstood, but 
that was the impression I had. So we will followup on it. 

Secretary Leavitt. Yes. 

Chairman Gregg. Thank you. 

Secretary Leavitt. Thank you. 

Chairman Gregg. We appreciate your time, appreciate your ef- 
fort, and appreciate your service. 

Secretary Leavitt. Thank you. 

[The prepared statement of Secretary Leavitt follows:] 
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Good morning, Mr. Chairman, Senator Conrad, and Members of the Committee. 

I am honored to be here today to present to you the President’s FY 2007 budget 
for the Department of Health and Human Services (HHS). 

Over the past five years, the Department of Health and Human Services has 
worked to make America healthier and safer. Today, we look forward to building 
on that record of achievement. For that is what budgets are — investments in 
the future. The President and I are setting out a hopeful agenda for the upcoming 
fiscal year, one that strengthens America against potential threats, heeds the call 
of compassion, follows wise fiscal stewardship and advances our Nation's health. 

In his January 31®' State of the Union Address, the President stressed that 
keeping America competitive requires us to be good stewards of tax dollars. I 
believe that the President's FY 2007 budget takes important strides fonvard on 
national priorities while keeping us on track to cut the deficit in half by 2009. It 
protects the health of Americans against the threats of both bioterrorism and a 
possible influenza pandemic; provides care for those most in need; protects life, 
family and human dignity; enhances the long-term health of our citizens; and 
improves the human condition around t-he world. I would like to quickly highlight 
some key points of this budget. 

We are proposing new initiatives, such as expanded Health Information 
Technology and domestic HIV/AIDS testing and treatment that hold the promise 
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for improving health care for all Americans. We are continuing funding for high- 
performing Presidential initiatives, including Health Centers, Access to Recovery, 
bioterrorism and pandemic influenza; and we are also maintaining effective 
programs such as Indian Health Services, Head Start, and NIH medical research. 

We are a nation at war. That must not be forgotten. We have seen the harm 
that can be caused by a single anthrax-laced letter and we must be ready to 
respond to a similar emergency — or something even worse. To this end, the 
President’s budget calls for a four percent increase in bioterrorism spending in 
FY 2007. That will bring the total budget up to $4.4 billion, an increase of $178 
million over last year’s level. 

This increase will enable us to accomplish a number of important tasks. We will 
improve our medical surge capacity; increase the medicines and supplies in the 
Strategic National Stockpile; support a mass casualty care initiative; and promote 
the advanced development of biodefense countermeasures through NIH to a 
stage of development so they can be considered for procurement under Project 
BioShield. 

We must also continue to prepare against a possible pandemic influenza 
outbreak. This budget includes a $2.3 billion allowance for the second year of 
the President’s Pandemic Influenza plan. These funds will enable us to meet 
several important goals, including providing pandemic influenza vaccine to every 
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man, woman and child within six months of detection of sustained human-to- 
human transmission of a bird flu virus; ensuring access to enough antiviral 
treatment courses sufficient for 25 percent of the U.S. population; and enhancing 
Federal, state and local as well as international public health infrastructure and 
preparedness. 

The President’s FY 2007 budget also provides more than $350 million for 
important ongoing pandemic influenza activities such as safeguarding the 
Nation’s food supply (FDA), global disease surveillance (CDC), and accelerating 
the development of vaccines, drugs and diagnostics (NIH). 

The budget includes a new initiative of $188 million to fight HIV/AIDS. These 
funds support the objective of testing for three million additional Americans for 
HIV/AIDS and providing treatment for those people who are on state waiting lists 
for AIDS medicine. This initiative will enhance ongoing efforts through HHS that 
total $16.7 billion for HIV/AIDS research, prevention, and treatment this year. 

The budget maintains the President’s commitment to the doubling of NIH, and 
includes important cross-cutting initiatives that will move us forward in our battle 
to treat and prevent disease - $49 million for the Genes. Environment and Health 
Initiative and $113 million for the Director’s Roadmap. In addition, it contains an 
additional $10 million for the Food and Drug Administration to lead the way 
forward in the area of personalized medicine and improved drug safety. 
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One of the most important themes in our budget is that it increases funding for 
initiatives that are designed to enhance the health of Americans for a long time to 
come. For instance, the President’s budget calls for an increase of nearly $60 
million in the Health Information Technology Initiative. Among other things, these 
funds support the development of electronic health records (to help meet 
President Bush’s goal for most Americans to have interoperable electronic health 
records by 2014); consumer empowerment: chronic care management; and 
Biosurveillance. 

The Budget also includes several initiatives to protect life, family and human 
dignity. These include, for example, $100 million in competitive matching grants 
to States for family formation and healthy marriage activities in TANF. And it 
promotes independence and choice for individuals through vouchers that 
increase access to substance abuse treatment. 

In the area of entitlements programs, I want to begin by congratulating you and 
other Members of Congress for having successfully enacted many needed 
reforms by passing the Deficit Reduction Act (DRA), DRA supports our 
commitment to sustainable growth rates in our important Medicare and Medicaid 
programs. It also strengthens the Child Support Enforcement program. 

The Deficit Reduction Act also achieves the notable accomplishment of 
reauthorizing Temporary Assistance for Needy Families (TANF), which has 
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operated under a series of short-term extensions since the program expired in 
September 2002. 

Medicaid has a compassionate goal to which we are committed. Part of our 
obligation to the beneficiaries of this program is ensuring it remains available well 
into the future to provide the high-quality care they deserve. Last year when I 
made my statement before this Committee, I said that the growth in Medicaid 
spending is unsustainable. With its action on many of our proposals from last 
year in the Deficit Reduction Act, the Congress has made Medicaid a more 
sustainable program while improving care for beneficiaries. The President’s 
Budget proposals build on the DRA and include a modest number of legislative 
proposals which improve care and will save $1.5 billion over five years in 
Medicaid and S-CHIP and several administrative proposals saving $12.2 billion 
over five years. 

This Administration has also pursued a steady course toward Medicare 
modernization. In just the past three years, we have brought Medicare into the 
21®' century by adding a prescription drug benefit and offering beneficiaries more 
health plan choices. 

Medicare's new prescription drug benefit provides seniors and people with 
disabilities with comprehensive prescription drug coverage, the most significant 
improvement to senior health care in 40 years. Millions of seniors and people 
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with disabilities are already using this benefit to save money, stay healthy, and 
gain peace of mind. According to CMS’ Office of the Actuary, Medicare’s drug 
coverage will have significantly lower premiums and lower costs to federal 
taxpayers and states, as a result of stronger than expected competition in the 
prescription drug market. Moreover, beneficiary premiums are now expected to 
average $25 a month - down from the $37 projected in last July’s budget 
estimates. The Federal government is now projected to spend about 20 percent 
less per person in 2006 and, over the next five years, payments are projected to 
be more than ten percent lower than first estimated. So taxpayers will see 
significant savings. And state contributions for a portion of Medicare drug costs 
for beneficiaries who are in both Medicaid and Medicare will be about 25 percent 
lower over the next decade. All these savings result from lower expected costs 
per beneficiary; projected enrollment in the drug benefit has not changed 
significantly. 

Our work to modernize Medicare is not done. Rapid growth in Medicare 
spending over the long-term will place a substantial burden on future budgets 
and the economy. The President’s FY 2007 Budget includes a package of 
proposals that will save $36 billion over 5 years and continue Medicare’s steady 
course toward financial security, higher quality, and greater efficiency. 

The bulk of these Medicare savings will come from proposals to adjust yearly 
payment updates for providers in an effort to recognize and encourage greater 
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productivity. These proposals are consistent with the most recent 
recommendations of the Medicare Payment Advisory Commission. To ensure 
more appropriate Medicare payments, the Budget proposes changes to 
wheelchair and oxygen reimbursement, phase-out of bad debt payments, 
enhancing Medicare Secondary Payer provisions, and expanding competitive 
bidding to laboratory services. Building on initial steps in the Medicare 
Modernization Act, the Budget proposes to broaden the application of reduced 
premium subsidies for higher income beneficiaries. Finally, the President’s 
Budget proposes to strengthen the Medicare Modernization Act provision that 
requires Trustees to issue a warning if the share of Medicare funded by general 
revenue exceeds 45 percent. The Budget would add a failsafe mechanism to 
protect Medicare’s finances in the event that action is not taken to address the 
T rustees’ warning. If legislation to address the T rustees’ warning is not enacted, 
the Budget proposes to require automatic across-the-board cuts in Medicare 
payments. The Administration’s proposal would ensure that action is taken to 
improve Medicare’s sustainability. 

President Bush proposes total outlays of nearly $700 billion for Health and 
Human Services. That is an increase of more than $58 billion from 2006, or more 
than 9.1 percent. 

While overall spending will increase, HHS will also make its contribution to 
keeping America competitive. To meet the President’s goal of cutting the deficit 

The President’s HHS FY 2007 Budge! Request 
Senate Committee on Budget 



435 


in half by 2009, we are decreasing HHS discretionary spending by about $1.5 
billion in the next fiscal year. 

I recognize that every program is important to someone. But we had to make 
hard choices about well-intentioned programs. I understand that reasonable 
people can come to different conclusions about which programs are essential 
and which ones are not. That has been true with every budget I’ve ever been 
involved with. It remains true today. There is a tendency to assume that any 
reduction reflects a lack of caring. But cutting a program does not imply an 
absence of compassion. When there are fewer resources available, someone 
has to decide that it is better to do one thing rather than another, or to put more 
resources toward one goal instead of another. 

Government is very good at working toward some goals, but it is less efficient at 
pursuing others. Our budget reflects the areas that have the highest pay-off 
potential. 

To meet our goals, we have reduced or eliminated funding for programs whose 
purposes are duplicative of those addressed in other agencies. One example of 
this is Rural Health where we have proposed to reduce this program in the 
Health Resources and Services Administration, given that HHS administers 225 
health and social services programs that provide resources to rural areas. In 
addition, the Medicare Modernization Act contained several provisions to support 
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rural health, including increased spending in rural America by $25 billion over ten 
years. For example, it increases Medicare Critical Access Hospitals (CAH) 
payments to 1 01 percent of costs and broadens eligibility criteria for CAHs. 
Moreover, recognizing that Congress adopted many of our saving proposals last 
year, we are continuing to make performance-based reductions. 

Our programs can work even more effectively than they do today. We expect to 
be held accountable for spending the taxpayers’ money more efficiently and 
effectively every year. To assist you. the Administration launched 
ExpectMore.gov, a website that provides candid information about programs that 
are successful and programs that fall short, and in both situations, what they are 
doing to improve their performance next year. I encourage the Members of this 
Committee and those interested in our programs to visit ExpectMore.gov, see 
how we are doing, and hold us accountable for improving. 

President Bush and I believe that America’s best days are still before her. We are 
confident that we can continue to help Americans become healthier and more 
hopeful, live longer and better lives. Our FY 2007 budget is forward-looking and 
reflects that hopeful outlook. 

Thank you for the opportunity to testify. I will be happy to answer your questions. 
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[Whereupon, at 12:01 p.m., the committee was adjourned.] 

PREPARED STATEMENTS 



438 


Statement of Senator Michael B. Enzi 
Senate Budget Committee Hearing 
FY2007 Department of Health and Human Services Budget Request 

March 1, 2006 

I would like to thank Chairman Gregg for calling this hearing today. HHS’ 
total outlays under the FY2007 budget request are nearly $700 billion. The 
majority of this spending is on the mandatory side of the ledger, on 
Medicare and Medicaid. However, a large component is also discretionary 
money. In fact, the Department’s discretionary budget authority is second 
to the Defense Department. Both the size and scope of the HHS budget 
make oversight an essential part of the process in order to ensure federal 
dollars are wisely spent. 

I would like to welcome Secretary Leavitt to the Budget Committee today. 
Secretary Leavitt, I am looking forward to your testimony, and am 
particularly interested in your views on containing mandatory spending at 
HHS. Mandatory spending constitutes 90 percent of total HHS spending, 
and under the President's budget, is slated to increase 10 percent over 
FY2006. I am looking forward to learning more about your proposals to 
slow the growth of entitlements like Medicare and Medicaid — as well as 
your proposal that would provide $500 million in FY2007 for the chronically 
ill. As you know, the HELP Committee reported out the State High Risk 
Pool Funding Extension Act, which the President signed last month. I am 
looking forward to continuing our work together on providing additional 
assistance to the chronically ill. 

Discretionary spending at HHS constitutes about 10 percent of the total 
HHS budget, and is slated for a 2 percent reduction under the President’s 
Budget request. As Chairman of the HELP Committee, I have jurisdiction 
over these discretionary programs, some of which will be reauthorized this 
year. Because federal dollars are limited, the HELP Committee is using the 
authorization process to review and strengthen programs under our 
jurisdiction — to make sure they are cost effective, and touch as many 
people as possible. 

We need to contain spending now, instead of passing the bill to our 
children and grandchildren. I look forward to hearing Secretary Leavitt’s 
testimony. 




Statement for the Record 
From Senator Russell D. Feingold 
For the Hearing on the HHS FY07 Budget Requests 
March 1 , 2006 
Senate Budget Committee 

Opening Statement 

I thank the Chairman and Senator Conrad for holding this hearing today. I would also 
like to thank Secretary Leavitt for being here. I am pleased that the committee is 
focusing on the Health and Human Services budget, as the funding levels for the 
programs within HHS have a direct effect on many people in the state of Wisconsin and 
across the country. This hearing provides a chance to look more closely at the numbers 
requested by the administration, and to better understand the President’s health and 
welfare-related goals. 

Like many other Americans and members of Congress, I am deeply concerned about the 
proposed budget for Health and Human Services. At a time of rising poverty levels and 
rising health care costs, this budget proposes cuts to many of the programs that address 
these problems. These cuts are being done under the guise of reducing the federal deficit 
but I think they are really just a sign of the Administration’s misplaced priorities. 

The HHS budget request includes drastic cuts to programs that provide vital health care 
services to millions of Americans, even going so far as to eliminate 21 health programs 
that help serve as a safety net for individuals and communities that fall between the 
cracks of society. One of these proposed eliminated programs is a program very dear to 
me, the Rural Access to Emergency Devices program. Despite aggressive efforts last 
year to keep this program going, funding was cut by 83% and this year the President has 
proposed to eliminate the program, which helps rural communities purchase 
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defibiillators. I am disheartened by these cuts, and 1 want to hear an explanation of why 
they won’t jeopardize the health and safety of our constituents. 

We can and should do better for the many Americans who depend on the programs in the 
Department of Health and Human Services. This proposed budget will result in families 
losing essential health, education, and job training services that provide assistance for 
people in need, and that is unacceptable. I look forward to working with my colleagues 
to come up with a fiscally responsible budget but I will continue to oppose efforts to pay 
for this Administration’s misplaced priorities by undermining programs that help those in 
most need of a helping hand. 
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Statement of Senator Tim Johnson 

Budgeting Hearing for the Department of Health and Human Services 
March 1,2006 



Last month, the President released his Fiscal Year 2007 budget, a proposal that sets the wrong 
priorities for our nation. I am deeply concerned about how this budget will impact access to care 
for South Dakotans through Medicare and Medicaid. 1 am also fearfiil that should some of the 
health research cuts move forward any strides we’ve made in this area will slow, if not move 
backwards. 

This budget is wrong for South Dakota and our priorities, putting the needs of the wealthy in 
front of the needs of every day Americans and our future health as a nation. This budget 
proposes $35.9 billion in Medicare cuts over five years. These cuts reduce payments to health 
care providers. Hospital inpatient and outpatient payments would be reduced in South Dakota by 
by $31,124 million. State home health reimbursements would be frozen at 2005 levels, reducing 
payments by roughly $3.9 million. This cut would come on top of the just passed budget 
reconciliation, which will reduce home health payments in South Dakota by about $2.26 million 
over five years. Additionally, skilled nursing facility reimbursements would not be provided an 
inflationary update, costing South Dakota nursing homes about $ 1 .86 million. These cuts will 
make it even more difficult than it already is for rural providers to keep their doors open. 

This budget also proposes an additional $17 billion in cuts to Medicaid, cuts that follow the 
enactment of $6.9 billion in Medicaid cuts that were part of the budget reconciliation package. 
These cuts will be devastating to local community pharmacies and reduce access to some health 
care services for low-income people in need. I recently held a Medicare Part D roundtable in 
Rapid City, South Dakota which was attended by many pharmacists. They were all saying the 
same thing. They cannot continue to be asked to provide a health care service at a loss. This 
budget is asking them to do that, something I simply cannot accept. 

The President’s budget also cuts discretionary programs at the Department of Health and Human 
Services by $1.5 billion, These cuts chip away at important rtiral health programs that ensure 
that South Dakotans have access to care, and take several steps backward with regard to 
important health advancements, inadequately funding medical research. 

NIH is the primar>' source of basic biomedical research and has played a critical role in 
improving the quality and length of lives for literally millions of Americans. In late December, 
the President signed into law an appropriations bill that made the first cut to NIH since 1970, 

The President’s new budget proposal cuts funding for 18 of the 19 institutes for 2007, including 
research for cancer, heart disease and diabetes. 

Funding for the National Cancer Institute would be reduced by $40 million. Cancer is the 
second leading cause of death, and every year a million more people are diagnosed with the 
disease. This disease is also the number one killer of people over the age of 85. Given these 
statistics, it is not advisable to cut funding for cancer research, and in fact, we should be 
increasing funding in this area. 
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A $40 million cut means that NCI would award 80 fewer new, competing research grants in 
FY07 than it did in FY06. That’s an 8 percent cut in the number of potential medical 
breakthroughs that have gone through the peer-review process, received an excellent score, and 
are worthy of NIH funding. Those 80 promising ideas will have to wait for another day. 

But NCI isn’t the only cancer program that’s facing a cut The President’s budget also cuts the 
Center for Disease Control’s cancer prevention programs by $3 million. That includes a $1.4 
million cut to the National Breast and Cervical Cancer Early Detection Program. This program 
currently serves just 1 in 5 eligible women. A $1,4 million cut translates into 4,000 fewer 
women getting screened. This program has been a very effective prevention tool in South 
Dakota. 

Finally, the budget proposes the complete elimination of the National Children’s Study or NCS, 
The federal government has already invested $50 million dollars in this large longitudinal study 
which will study over 100,000 children over 20 years, providing important information about the 
major causes of many childhood illnesses. One of the current 7 research centers is located in 
South Dakota, and should the President’s proposed cuts be restored, South Dakota State 
University will begin signing up between 4,000 and 5,000 children for participation in the study. 

I am extremely frustrated with the priorities that that the Administration has put forward. These 
cuts to health programs are not right for South Dakota and 1 will be doing all I can as a member 
of the Budget and Appropriations Committees to reverse these misguided proposals. 
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Senate Budget Conunittee 

Response to Questions for the Record, by Secretary Michael O. Leavitt 
October 11,2006 


The Honorable Robert Menendez 

Patient Navigator 
!■) 

Question: 

Are you familiar with flie patient navigator concept? 

Answer: 

Yes, I am ftmiliar with the concept of patient navigator programs providing outreach to 
communities to seek preventative care and coordinate health care services for individuals 
who are at risk for chronic disease. One of the pioneers of this clinical management 
concept was the Ralph Lauren Center for Cancer Care and Prevention, a partnership 
between Memorial Sloan Kettering and North General Hospital in Harlem, New York, 
which operates a patient navigator program to help patients and family members deal 
with the complexities of the health care system. By coordinating health care services 
through a patient navigator patient screening for cancer or other chronic diseases for 
further diagnosis and treatment may be shortened. 1 want to thank you for your 
leadership in sponsoring the Patient Navigator legislation when you were in the House of 
Representatives. 

2 .) 

Question: 

Do you think that the patient navigator program is something you could support and will 
you recommend funding for it? 

Answer: 

The Patient Navigator Outreach and Chronic Disease Prevention Act authorizes appropriations through 
fiscal year (FY) 2010 for HHS to establish a competitive grant program designed to help patients access 
health care services. The authorization calls for a demonstration grant program to evaluate the impact of 
patient navigator programs on improving health care outcomes, with authorized levels of $2 million in 
fiscal year 2006 and $5 million in fiscal year 2007. However, to date, the Congress has not provided 
appropriations to launch this program. 

In developing the HHS FY 2007 budget, tough choices had to be made in view of the country’s finances. 
Among the criteria I used for including a program in the FY 2007 budget was whether it provided direct 
services. Under this condition, the Patient Navigator program was not a part of the HHS FY 2007 budget. 

3 -) 

Question: 

What can we do to get the program implemented within HRSA as soon as possible? 

Answer: 

Even though the Patient Navigator program was not included in the HHS FY 2007 budget, the Health 
Resources and Services Administration is developing preliminary plans should funding be included from 
the Congress for FY 2007. 


Medicare Prescription Drug Benefit 

1 .) 

Question: 

While I am pleased to hear that CMS will be reimbursing states for the costs they have 
incurred, I am wondering what you think CMS could have done differently to have 
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avoided some of dte problems, that m-ose with implementing the drug benefit, such as the 
need for states to step-in to provide emergency coverage? 

Answer: 

Many of the start up problems with implementation of the drug benefit resulted fixtm a beneficiaries who 
enrolled or switched plans late in a mondt, particularly dual eligible beneficiaries,. We are taking action to 
address these issues so that all beneficiaries enrolled in a Medicare prescription drug plan can obtain then- 
medications without incident. CMS also is working to correct data transmission problems between 
Medicare, health plans, pharmacists, and the States. 

While considerable progress has been made, change of diis magnitude in such a short time span is bound to 
encounter some difficulties. CMS is very concerned about anyone who has experienced problems in 
obtaining their medicines. To ftat end, CMS appreciates the efforts States have made during this transition 
period in ensuring that dual eligible beneficiaries and other low-income subsidy entitled beneficiaries 
receive the prescription medication they need. 

On Thursday, February 16, 2006, the Centers for Medicare & Medicaid Services (CMS) 
approved the applications of 45 States (including the District of Columbia) to participate 
in a Medicare demonstration project that will reimburse States for their efforts to assist 
dual eligible beneficiaries and low-income subsidy entitled populations in obtaining and 
accessing Medicare Part D coverage. Through this demonstration, CMS will ensure that 
States are appropriately reimbursed. 

2.) 

Question: 

When do you anticipate the states will start receiving reimbursements, and when will they 
be expected to pay the clawback? 

Answer: 

As you know, on Thursday, February 16, 2006, the Centers for Medicare & Medicaid Services (CMS) 
approved the applications of 45 States (including the District of Columbia) to participate in a Medicare 
demonstration project that will reimburse States for their efforts to assist dual eligible beneficiaries and 
low-income subsidy entitled populations in obtaining and accessing Medicare Part D coverage. Through 
this demonstration. CMS will ensure that States are appropriately reimbursed. 

Under the demonstration, states will submit information to a CMS contractor, in a specified format, on 
costs that the State incurred relative to the provision of Part D drugs to dual eligible and low-income 
subsidy entitled beneficiaries. This information will include claims-level data on payments made to 
pharmacies, as welt as information detailing administrative costs that are eligible for reimbursement under 
the demonstration. CMS will reimburse states directly based on eligible claims received. CMS’s 
contractor will be responsible for submitting the state claims data to Part D plans in order to reconcile the 
state payments made for Part D drugs with claims that should have been paid by the Part D plan and 
determine the final payment due to States. 

Upon receipt of appropriate and correct claims data from a state, we plan to provide estimated payments 
within four weeks. CMS recently contracted with Public Consulting Group to coordinate claims processing, 
payment and reconciliation between the States and the Medicare prescription drug plans. 

The phased-down state contribution or “clawback” is a monthly payment for states. The clawback 
calculation reflects a portion of state savings due to the transfer of full-benefit dual eligibles from Medicaid 
to Medicare Part D. During the first year of the program, states will pay 90% of the estimated savings. 
Each subsequent year this percentage will decrease until it reaches 75% in 2014. 

The monthly phased-down State contribution payment process, which was originally scheduled to begin in 
January 2006, was delayed while CMS addressed state concerns related to Medicare Prescription Drug 
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Improvement and Modernization Act of 2003 (MMA) implementation. These issues are now well on the 
way to resolution, and we believe the Part D benefit is working well for the vast majority of fiill dual 
eligible beneficiaries. The billing process began with the April bill, which was sent on April 13* to the 
states and was due May 1®, with no interest or offset assessed for state payments made by the 25* of May. 
The April bill was based on the actual full dual eligible enrollment for those enrolled in Part D that was 
submitted by the states on their Mmoh monthly enrollment files. 

In addition to the April bill for March enrollment, the billing pack^e also includes a combined bill for the 
January and February full dual eligible enrollment months. States have two options for payment of this 
bill. The January/February bill may be paid in its entirety along with the bill for March enrollments, or it 
may be paid over the next 8 months using the attached payment schedule. 


Preventive Health and Health Services Block Grant 


1 .) 

Question: 

We know that the only way to stay healthy is to see a doctor when you are healthy. During a time of rising 
health care costs, it is critical that we stop taking a reactive approach to medicine and encourage more 
preventive health measures. I know that this administration has recognized the need to focus on 
preventative health care. That is why I am puzzled at the decision to eliminate the Preventive Health and 
Heallh Services Block Grant. This block grant helps fund a wide variety of preventative health measures 
across Ihe counoy. In my state of New Jersey, the grant helps fund everything from increasing 
immunization rates for at-risk children, reducing risk behavior and encouraging nutrition for teens, 
providing home meals and healthy heart programs for targeted minority populations, to cancer services and 
chronic disease prevention. All of these are in line with the Healthy People 2010 initiative that your 
department supports. Can you explain why this grant program was cut? 

Answer: 

The Preventive Health and Health Services Block Grant (PHHSBG) has been an important flexible source 
of fimding to states for prevention, providing 61 grantees (50 states, the District of Columbia, two 
American Indian Tribes, and eight U.S. territories) the autonomy and flexibility to tailor prevention and 
health promotion programs to their particular needs. PHHSBG fills gaps in categorical fhnding, and allows 
states and communities to respond rapidly to emerging health problems. 

Given current constraints on the Federal budget, the FY 2007 President’s Budget proposes the elimination 
of the PHHS Block Grant, a decrease of $99 million below the FY 2006 Enacted level. While this funding 
will no longer be available, the FY 2007 President’s Budget proposes appropriations language providing 
authorization for states to utilize funds within categorical grant programs for purposes related to those 
conducted by PHHSBG funds. This language would provide states with a source of flexible funding in the 
absence of PHHSBG funds. 

2 .) 

Question: 

How are we seeking to help our populations, especially those who have the least 
resources and access to information to be healthy? 

Answer; 

HSSA 

The Health Resources and Services Administration (HRSA) is the principal Federal agency charged with 
increasing access to basic health care for those who are medically underserved. HRSA works to expand 
access to high-quality, culturally competent health care; improve health outcomes among America’s 
minority communities; and enhance direct medical care through the use of information and telehealfh 
technology. Through a range of programs and initiatives including Health Centers, Ryan White CARE Act 
programs, maternal and child health programs and focusing on die health care needs of rural America, 
HRSA improves access to care for more flian 20 million uninsured or underserved individuals. The HRSA 
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budget sigjports programs that have shown success in providing direct health care and reduces or eliminates 
funding for programs that have failed to demonstrate results or are similar to other activities. 

Health Centers: The budget includes funding toward two goals: complete the President’s commitment to 
significantly impact 1,200 communities through new or expanded access points, and begin a new initiative 
to establish new health centers in poor counties. In FY 2007, an additional 1.2 million individuals will 
receive health care through more than 300 new or expanded sites in medically underserved communities 
throughout the Nation. Of the over 300 new sites, 80 will be in poor rural and urban counties consistent 
with the President’s goal of establishing new health centers in the poorest counties in the Nation. A total of 
$52 million from the increase requested in FY 2007 is directed to the poor county initiative, including $4 
million for planning grants for poor counties interested in creating access to primary care services. By the 
end of FY 2007, 15.8 million patients will be receiving affordable primary and preventive health care at 
4,01 5 sites across the country. Consistent with Secretary Leavitt’s charge to transform the healthcare 
system, Health Centers are effectively targeted to eliminate health disparities and provide a range of 
essential services. An estimated 86 percent of Healfli Center patients are at or below 200 percent of the 
Federal poverty level. Forty percent of Health Center patients have no health insurance and 64 percent are 
racial or ethnic minorities. Further, 84 percent of Health Centers provide pharmacy services on site or by 
paid referral, 82 percent provide preventive dental care, and 75 percent provide mental health and substance 
abuse services. The budget request includes $45 million in no-year funding for the Health Centers Federal 
Tort Claims Program, which provides medical malpractice coverage for the increasing number of Health 
Center employees. The request provides $3 million to improve the 340B Drug Pricing program which 
provides drugs at discounted prices to participating safety-net clinics and hospitals. In FY 2007, funds will 
be used to improve the collection and analysis of manu&cturer drug pricing information to ensure that 
340B participants are charged accurate prices for drugs and for other program improvements. Participants 
in die 340B program include certain Federal grantees and disproportionate share hospitals, such as Health 
Centers, Ryan White grantees. Hemophilia Treatment Centers, MS funded tribal clinics. Office of 
Ptqiulation Affairs Title X family planning programs, and CDC funded STD and TB programs. 

Ryan White, HIV/AIDS: Each year, Ryan White CARE Act programs provide services to approximately 
571,000 individuals who have little or no insurance. The FY 2007 request includes $2.2 billion for Ryan 
White activities, an increase of $95 million over FY 2006 for a new Domestic HIV/AIDS initiative. Of the 
$95 million, $70 million will address the on-going problem of State waiting lists and fuovide care and life- 
saving medications to those newly diagnosed as a result of increased testing efforts. The remaining $25 
million will be used to expand outreach efforts by providing new HIV coimnunity action grants to 
intermediaries including faith and community-bas^ organizations, and to provide technical assistance and 
sub-awards to grassroots organizations. Combined with $93 million in new CDC funding, a total increase 
of $188 million is requested for this initiative in FY 2007. 

Maternal and Child Health Slock Grant: The Maternal and Child Health (MCH) Block Grant supporfr 
Federal and State partnerships that provide gap-filling prenatal health services to more than 2.3 million 
women and primary and preventive care to more than 26.8 million infants and children, including 
approximately 1 million children with special health care needs. The budget provides $693 million for the 
MCH Block Grant. The Deficit Reduction Act of 2005 provides $3 million in mandatory funding in FY 
2007 for die development and support of femily to-&mily health information centers. 

Office of Sural Health Policy: The Office of Rural Health Policy promotes better health care service in 
rural America. The Office is charged with informing and advising the Department of Health and Human 
Services on matters affecting rural hospitals, and health care, coordinating activities within the Department 
that relate to rural health care, and maintaining a national information clearinghouse, the Rural Assistance 
Center flittp://www.raconline.org/> . The Office works both within government at Federal. State and local 
levels, and with the private sector - with associations, foundations, providers and community leaders -- to 
seek solutions to rural health care problems. 


CDC 
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CDC has a special responsibility to address health problems and promote health among those people who 
have the least resources and least access to information. CDC extends special efforts to ensure that public 
health interventions are reaching those people wift the most severe healfli problems and with the least 
access to resources and information in a variety of ways. Examples include; 

Filing Gaps in Preventive Care - Breast and Cervical Cancer Screening and Immunization Services : 

CDC's National Breast and Cervical Cancer Early Detection Program (NBCCEDP) provides potentially 
life-saving screening to uninsured and underserved women ages 50-64, filling a screening gap in our 
national health care system. More fiian three million women have received mammograms and cervical 
cancer screenings through the program. The national screening program has contributed to the notable 
decline, in recent years, in breast and cervical cancer deaths by providing access to screening services, 
increasing breast and cervical cancer awareness and education, and inherently changing health-seeking 
behaviors in women for whom screening services are not otherwise available or accessible. 

The Well-Integated Screening and Evaluation for Women Across the Nation (WISEWOMAN) Program 
helps women in need gain access to screening and lifestyle interventions that can reduce their risk for heart 
disease and other chronic diseases. The program offers screenings and interventions to women 
participating in the National Breast and Cervical Cancer Early Detection Program for obesity, sedentary 
behavior, poor dietary habits, high blood pressure, high cholesterol, and smoking. Some programs also 
screen women for diabetes or osteoporosis, because these conditions also are affected by nutrition and 
physical activity. WISEWOMAN project staff provide referrals when treatment is needed. The programs 
have provided more than 120,000 lifestyle interventions. In 2004 and Mid-20O5, over 19,000 women were 
screened. For women followed in 2005, cholesterol levels dropped from 21 1 milligrams per deciliter to 
207, estimated risk of heart attack in the next 5 years decreased. 

The Vaccines for Children (VFC) program, established in 1993 under the Omnibus Reconciliation Act 
(OBRA) as Section 1928 of the Social Security Act, provides fimding to 6 1 immunization programs. The 
federally-purchased vaccines are distributed to public health clinics and VFC-enrolled private providers. 

• Under the current law, VFC provides vaccines to children (0 -18 years of age) who are eligible for 
Medicaid, American Indian or Alaska Native, uninsured, and/or underinsured children who present at 
federally qualified health centers (FQHCs) or rural health clinics (RHCs). 

• In 2004, the program provided approximately 40% of the doses of pediatric vaccines distributed in the 
U.S. These vaccines were administered by 45,000 provider sites, 75% of which are private practice sites 
and 25% public sector sites. 

• The VFC program also funds the pediatric vaccine stockpiles, which can be used to interrupt disease 
outbreak situations and ameliorate short-lived production problems, which are likely to occur fiom time to 
time. 

CDC’s Immunization grant propam was launched in 1963 by Section 317 of the Public Service Health Act 
to ensure individuals of all ages have access to irrununization services. The majority of Section 3 17 
program funds are dedicated to routine childhood programs, with a smaller portion remaining for adult 
inununization programs. The discretionary program, annually appropriated, provides fimding to 64 
immunization programs, and federally-purchased vaccines are distrihuted to public health clinics as funds 
permit. In 2004, the program reached about 8% of all U.S. children. Under toe current law, Section 317 
primarily provides vaccines to children who present at health departments for immunization services but 
are not eligible for the VFC program or are underinsured but not able to receive VFC vaccine due to 
legislation designating specific health centers provide vaccines. 

The ability to provide critical vaccines to toe American population has been challenging during the last few 
years due to the increasing number of routinely recommended vaccines with higher prices and toe fiagility 
of the vaccine supply. Asa consequence, there is a greater need for ensuring that a safety net to provide 
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vaccines to underinsured children exists, valuable stockpiles of vaccines are readily accessible, and, there 
ate few financial disincentives for manufecturers to produce necessary vaccines. 

To address VFC prog^m challenges the Administration’s legislative proposal would expand access to 
underinsured children seeking immunization services in state and loci public health clinics. The VFC 
program currently provides vaccines for underinsured children only if they are vaccinated at designated 
FQHCs or RHCs. However, the capacity of FQHCs and RHCs to vaccinate underinsured children is 
insufficient. While there are approximately 3,000 FQHCs enrolled in the VFC progam, they are not 
equally distributed fliroughout the country. Due to the limited number of FQHCs and RHCs, many 
underinsured children seek vaccination at public health clinics. With the VFC expansion, approximately an 
additional 5,000 state and local health department clinics will be able to provide WC vaccines to 
underinsured children. Increasing access points for VFC eligible children will allow those who have been 
previously denied VFC vaccine at public health clinics to be vaccinated with the fill! series of routinely 
recommended vaccines. 

The limited capacity of the FQHCs and RHCs strains the Section 317 immunization grant program. For 
example, results from a January 2003 survey indicated that children in some states were denied 
pneumococcal conjugate vaccine at state and local health departments due to funding limitations in the 
program. Since that time, influenza vaccine, meningococcal conjugate vaccine, Tdap vacciiK, and hepatitis 
A vaccine have been added to the routinely recommended childhood immunization schedule. These 
expensive new vaccines will be incompletely implemented unless the Administration’s VFC proposal is 
accomplished. 

Reaching Out to Under-Served Populations and Populations Most Severely Impacted : 

Across CDC’s programs, from Chronic Disease Prevention and Health Promotion, to Injury Prevention, 
Environmental Health, HIV, STD, and TB prevention, CDC’s programs identify those populations most 
severely impacted and those facing particular barriers to good health, and woric to ensure that health 
protection and health improvement efforts address the health of those most in need. For example: 

CDC’s Racial and Ethnic Approaches to Community Health (REACH 2010) program funds 40 
communities to address health barriers faced by racial and etlmic minority groups. REACH 2010 
communities are demonstrating that we can reduce health disparities and that we can improve health among 
those most severely impacted. The REACH 2010 initiatives are activating community members to seek 
better health. They are bridging gaps between the health care system and community members - reducing 
disparities in who receives vital preventive care both by empowering community members with the 
information they need to seek appropriate care, and by changing health care practices. To accomplish this, 
they use media campaigns, community outreach, lay health advisors, family and group education, 
community-wide education and mobilization, and ongoing collaboration with health care service 
organizations in their communities to change these organizations and their relationship with the 
communities they serve. 

CDC’s Diabetes Prevention and Control Program works on unique solutions to diabetes, where the 
dispersion of the population across a wide area makes traditional ^preaches difficult. TTie National 
Diabetes Education Program (NDEP) is a joint effort involving CDC and NIH and over 200 partners. It is 
designed to improve treatment and outcomes for people with diabetes. NDEP provides funding and 
technical assistance to eight national minority organizations for five years to promote culturally appropriate 
diabetes prevention and control resources and strategies in their communities. 

The National Diabetes Prevention Collaborative is a HRSA led project that CDC, HRSA and the Institute 
for Healthcare Improvement jointly work to improve diabetes care and pre-diabetes prevention 
performance measures through improved care delivery systems, increased access, and decreased health 
disparities among mediealiy underserved populations. Results indicate that the Diabetes Collaborative 
models are successful in improving the AIC blood test rates and effectively identifying pre-diabetes. 



450 


Senate Budget Committee 

Response to Questions for the Record, by Secretary Michael O. Leavitt 
October 1 1, 2006 

CDC’s Diabetes Program has also developed targeted messages for Hispanics, a population particularly 
impacted by diabetes. The National Diab^es Education Program has reached 3.6 million Hispanics to date 
with Public Service Announcements, media broadcasts and print media. 

CDC’s National Center on Birth Defects and Developmental Disabilities’ (NCBDDD) most successful 
prevention activities center around conditions with a strong evidence base for prevention. In the case of 
folic acid, research that folic acid consumption before and during early pregnancy was applied through the 
establishment of fortification policies mandated by the Food and Drag Administration. This policy has seen 
dramatic reduction in the occurrence of birth defects preventable through folic acid (26% decline). Despite 
declines, disparities have persisted. Hispanics had die highest rates of these conditions before, and still have 
the highest rates. NCBDDD’s strategies for reducing the occurrence of these conditions among Hispanics 
include 1) health communication efforts designed specifically to reach this population, and 2) system-wide 
interventions such as targeted fortification schemes for com flour — a staple of the Hispanic diet. Com flour 
sold in US often is not labeled as enriched and thus not required to contain folic acid and other added 
nutrients. 

3 .) 

Question; 

How do we expect to prevent incidence of obesity, diabetes, heart disease, 

and other serious health problems if we cut the finding sources for preventative health 

care? 

Answer: 

In addition to PHHS Block Grant funding, CDC provides national leadership and funds state and 
community programs for the prevention of heart disease and stroke, diabetes, and obesity. 

Currently, CDC funds 32 states and the District of Columbia for heart disease and stroke prevention 
programs. Program priorities include: the prevention and control of high blood pressure; the prevention 
and control of high blood cholesterol; improving emergency response; knowing signs and symptoms; 
calling 911; improving quality of care to prevent and manage high blood pressure, stroke and heart disease; 
and the elimination of disparities. 

CDC’s Nutrition and Physical Activity Program to Prevent Obesity and Ofirer Chronic Diseases funds 28 
states to use systematic approaches in communities to build lasting and comprehensive efforts to fight 
obesity. Promoting regular physical activity and healthy eating and creating environments that support 
these behaviors are essential to reducing the epidemic of obesity. Early 2005 results show that: Twenty 
states reported a total of 72 legislative changes, including: a Medicaid weight-management program; new 
parks and trails; and worksite incentives for improved nutrition and physical activity behaviors. States also 
reported 44 new environmental changes providing increased pedestrian and bicycle safely, as well as 
healthier food choices in schools and communities. 

All 50 states and the District of Columbia are funded for Diabetes Control and Prevention Programs. These 
programs are translating diabetes prevention and control science into clinical and public health practice. 

The programs are demonstrating results in increasing eye and foot exams, self-monitoring of blood glucose, 
and pneumonia and influenza shot levels for people wifo diabetes. 

Nearly a third of our nation’s children and adolescents are overweight or at risk of becoming overweight. 
CDC provides funds to 23 state departments of education to implement Coordinated School Health 
Programs that reduce chronic disease risk foctors such as poor eating habits, physical inactivity, and 
tobacco use. Schools have a critical rale to play in promoting the health and safety of young people and 
helping young people establish lifelong healthy behavior patterns. 

Steps to a Healthier US funds states, cities, and tribal entities (40 communities) to implement integrated 
chronic disease prevention and health promotion efforts focused on reducing the burden of diabetes. 
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obesity, and asthma, as well as addressing physical inactivity, poor nutrition, and tobacco use. Funding 
supports the following: 

o Implementing community, environmental, educational, media, and policy interventions in schools, 
communities, health care, and workplace settings. 

o Establishing an alliance of partnerships and coalitions committed to participating actively in 
planning, implementation, and evaluation activities. 

o Using measurable program objectives and specific indicators of progress to support ongoing 
program improvement. 


Cuts to Health Professional Training 
1 -) 

Question: 

Cuts to health care Professional training l.The Title VII health professions training 
program provides health professionals with the training to respond to needs of special and 
underserved populations and increases the racial and ethnic diversity of the health care 
workforce. This bu<%et would cut tunding for Scholarships for Disalvantaged Students 
from''$47 million this year to $ 1 0 million for next year and would eliminate all other 
Title VII professional training programs. Wifliout ftese programs, we are shutting doors 
of opportunity, and reducing accessible healthcare for underserved communities . 

Minority health professionals are more likely to serve minority and underserved 
populations; if we are not increasing the diversity of our tworkforce then we are also 
jeopardize flte access these populations have to health care. What impact do you think 
these cuts will have on communities and on diversity in healthcare? 

Answer: 

In view of the country’s budget deficits, we cannot continue to fund all programs. In making budget 
decisions, we have looked closely at how well funding is addressing national health care priorities in terms 
of providing services and producing results. 

Regarding the health professions training programs, we do not have shortages in every area of medicine or 
in every area of the country. Our greatest needs are in the provision of services and health care providers to 
our most underserved areas (most especially rural areas and underserved populations. We have therefore 
concentrated our budget funding on Community Health Centers and on the NHSC, the latter being our most 
successful health manpower training program in targeting the most underserved areas and populations. 
Evaluations of the health professions training programs, where we have not included funding reflect 
minimal to no benefit for die underserved. 

We share your concern about the need for diversity in our health care workforce. The funding which we 
have requested for Scholarships for Disadvantaged Students will support 6,300 disadvantaged students, and 
the program will continue to fecilhate the training of health practitioners from disadvantaged backgrounds. 
Since 200 1 , we have requested increased support and funding for the NHSC, which not only best targets 
services to underserved populations, but provides very substantial support for the training of minority 
students in health workforce manpower training. In FY 2005, 51 percent of NHSC Scholars were 
raciaVethnic minorities, as were 28 percent of Loan Repayors. Similarly, the Community Health Centers 
serve a population that is 63.5 percent minorities. We have indeed seen a need to improve access to health 
care in underserved minority communities and our budget requests have reflected this focus. 

2.) 

Question: 

What else is the Department doing to ensure we are having greater cross-section of Americans participating 
in the health care workforce? How do you see community health centers recruiting minority professionals 
when the funding for training minorities is being cut so dmtically? 
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Do you believe there isn't a need for improvement when it comes to serving minority communities, either 
flu-ongh training individuals to become health professionals or providing services to underserved 
communities? 

Ansvrer; 

In nurse training programs, our budget requests for increased fitnding have reflected the clear nationwide 
shortage of nurses, while agreeing with Congress in focusing recently enacted nurse training programs on 
critical shortage fecilities and basing the new Scholarship program on financial need. 

Regarding Title VII health professions training programs, a General Accountability Office (GAO) 
evaluation report showed no link between HealA Professions training programs in general and changes of 
supply, distribution, and minority representation of heal* professionals. Studira show that health 
professions training programs have shown little payoff for services for the underserved populations in 
which minorities are most substantially represented analyses find that 8 of every 10 health care providers 
that benefited fi'om the Heal* Professions programs’ long term training support did not practice in heal* 
care shortage, underserved areas. We are recommending reduction in funding for Scholarships for 
Disadvantaged Students, but *e requested funds will support 6,300 disadvantaged students and *e 
program will continue to facilitate the training of heal* practitioners from disadvantaged backgrounds. 

We have requested increased funding and support for programs which have focused and targeted providing 
services in underserved areas and to underserved populations-namely. Community Heal* Centers and *e 
NHSC. Al*ough *ese programs are not designated by name as minority service programs per se, *ey do 
serve *e most underserved populations in *e Nation, and minorities represent 63.S percent of Heat* 
Center patients. The National Heal* Service Corps (NHSC) also targets awards to individuals who 
demonstrate characteristics *at are significantly related to a probably success in a career of service to *e 
underserved. 


NIH 

1 .) 

Question; 

Heart disease stroke, and cancer continue to be leading causes of dea* in New Jersey and across *e 
counl ly - New Jersey has *e 9* highest incident of cancer in *e nation. Can you explain how research 
and treatment for diseases such as cancer, heart disease, and strokes will not be adversely affected when *e 
largest outs are going to *e National Cancer Instimte and the National Heart Lung and Blood Institute? 

Answer: 

The recent doubling of *e NIH budget resulted in an explosion of infonnation about *e human genome, 
which has enabled us to move faster in science and technology and to use *ese advances to expand our 
focus on *e entire cancer continuum of discovery, development, and delivery. In addition, we are 
beginning to reap *e benefits of *e new molecular technologies that are enabling us to understand cancer 
as a disease of altered genes and biological processes - a disease process *at can be interrupted and 
controlled. The National Cancer Act of 1971 provided us wi* *e national commitment to pumue our 
Challenge Goal, but *e accomplishment of *e Human Genome Project and *e new generation of 
advanced biomedical technologies have placed it within reach. Wi* gene and protein raicroairays, 
nanotechnology. Information technologies, and advanced molecular imaging systems, this goal is fast 
becoming a reality. Despite budget cuts, we are detennined to manage our resources to continue to take 
advantage of *ese opportunities. The current budget environment will require us to refocus our efforts on 
*e most promising scientific opportunities *at will have *e broadest impact. 

Likewise, *e doubling of *e NIH budget greatly increased *e ability of *e NHLBI to benefit *e Nation 
by capitalizing on a number of outstanding and timely scientific opportunities. The current budget 
constraints were not unforeseen, and NHLBI’s longstanding prudent fiscal policies have placed it in a 
reasonably good position to wea*er *is relatively lean period wiftout compromising Ae momentum of 
ongoing research. NIH continues to make strategic investments in trmis-NIH initiatives, like *e NIH 
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Roadmap for Medical Research; a new program to support new investigators; a new initiative to study the 
interaction of Genes and the Environment on health; and Clinical and Translational Science Awards. These 
initiatives will preserve our investment in biomedical research and support medical advancements that will 
improve the length and quality of human life during a ti^t budget period. NIH is woridng hard to maintain 
the pace of scientific advances and to translate them into cures and treatments as quickly as resources 
allow. 

2 .) 

Question: 

Leading scientists continue to attribute their breakthroughs to NIH funding. At a time when our society is 
faced with global competition, how do you defend cutting the very research institutes that have been 
attributing to our country's medical success? 

Answer: 

NIH continues to make strategic investments in trans-NIH initiatives, like the NIH Roadmap for Medical 
Research; a new program to support new investigators; a new initiative to study the interaction of Genes 
and die Environment on health; and Clinical and Translational Science Awards. These initiatives will 
preserve our investment in biomedical research and support medical advancements that will improve the 
length and quality of human life during a tight budget period. NIH is working hard to speed the pace of 
scientific advances and to translate them into cures and treatments. 


3.) 

Question: 

What kind of progress do you feel is being made in regards to minority health disparities? Do you feel that 
health disparities among minority communities no longer exist? If so, then why are there cuts to the 
National Center for Minority Health and Health Disparities? 

Answer: 

Health disparities research has moved to the fiont burner across HHS and throughout many of the Nation’s 
research insfitutions. At the NIH, for example, there has been an increased focus on research across 
multiple disciplines to examine diseases, health conditions, and various factors contributing to the disparity 
in health among underserved populations such as racial/etlmic minorities, individuals in medically 
underserved communities including urban and rural populations, and the poor. 

There is also now an increased awareness about the issue of health disparities, and through national 
outreach campaigns such as the annual Take A Loved One for A Check-up Day and Celebra La Vida Con 
Salud, more racial and ethnic minorities are paying closer attention to their health. We are also now 
engaging the faith-based and community-based organizations in this effort. 

Health disparities in minority communities still exist in the United States. The National Center for Health 
Statistics at CDC continues to report compelling statistics on health disparities. As the Nation’s racial and 
ethnic minority populations continue to increase and fire country’s demographics changes, the elimination 
of health disparities among racial and ethnic minorities remains a hi^ priority for the Department of 
Health and Human Services. The HHS partners with and continues to expand its network of partners 
among institutions, organizations, the private sector, and individuals and provided funding support to 
establish health disparities research, research capacity-building, research training and outreach programs in 
various racial/ethnic communities in the country. 

The investeient of the NChfflD in health disparities has steadily increased from $130 million in 2001 to 
$194 million in 2005. The issue of health disparities is a priority for the Depalment and for the NIH, and 
we are committed to continue increasing our investments in health disparities through the work of au’of 
NIH’s Institutes and Centers, including the NCMHD. 
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1 .) 

Question: 

I recently introduced legislation in the Senate to address the growing needs of our femily caregivers. This 
legislation would double the National Family Caregiver Support Program, which provides a wide range of 
services for older persons. I'm particularly concerned to see that this program has been cut in the budget, 
and I'm wondering how you see our country preparing for the growing population of seniors. Could you 
expand on how this budget anticipates and addresses the growing senior population and their changing 
needs? 

Answer: 

In only a few years, the National Family Caregiver Support Program has become a significant element of 
the core services provided by the network of aging organimtions. Federal funds for this program have 
increased by 30 percent, from $124.98 million in 2001 to $162.41 million in 2006. The network has been 
very successful in reaching out to over 12 million people with information about the program in fiscal years 
2003 and 2004, and in providing direct services to over 600,000 caregivers in each of those two fiscal 
years. The FY 2007 budget proposal for the Administration on Aging is designed specifically to enhance 
the support that is available to elderly people and caregivers through the core programs of the Older 
Americans Act The centerpiece of our FY 2007 budget proposal for AoA is the “Choices for 
Independence’’ demonstration. This demonstration will provide tools across the aging network that will 
enable elderly people, caregivers, and those who serve them gain access to significantly greater resources 
than are available under die Older Americans Act Choices for Independence has three con^onents that 
build off existing HHS investments, such as Aging and Disability Resource Centers, Cash and Counseling, 
Evidence-Based Disease Prevention grants, and the Own Your Future campaign. The innovative new 
approaches that form the foimdation of the Choices initiative will help AoA’s core programs be more 
efficient and effective. This is especially true for the Caregiver program in that consumer choice options 
are very likely to increase direct support of family caregivers and significant providers of care. 

2 .) 

Question: 

My mother suffers from a horrible disease that too many seniors fece - Alzheimer's. Unfortunately, this 
disease is only expected to become more prevalent - by 2050- as many as 16 million Americans could have 
Alzheimer's: I would think that focusing on this issue now will save money in the long term. Can you 
discuss what the consequences would be of cutting the Alzheimer's demonstration grant and how HHS 
plans to meet those needs elsewhere? What funding will go towards addressing caring for those with 
Alzheimer's and providing the resources and support that families need? 

Answer: 

The FY 2007 budget seeks to continue the AoA’s efforts to integrate best practices and program initiatives 
into our existing core services programs, for which we have been able to document strong quantitative 
performance over the past five years. Integrating Alzheimer demonstration activities into AoA’s core 
program structures will provide a more constructive and effective means to consistently address this need. 
Since 1991 Alzheimer’s demonstrations, in every state, have highlighted effective approaches for serving 
people with this disease. As a significant number of States have already done, it is time to move away from 
the continued demonstration of this activity, and to completely integrate the models and the lessons that 
have been learned into AoA’s core programs, especially the National Family Caregiver Support Program. 
Activities associated with support of people with Alzheimer’s disease and those associated with the broader 
Caregiver program will benefit from the modernization that the Choices for Independence initiative will 
bring to the aging network. In addition to the program effects associated with people wifii Alzheimer’s 
disease, the Choices demonstration will have an additional impact as it empowers consumers by helping 
them make informed decisions about existing care options, by helping them to plan ahead for their long- 
term care needs, and by streamlining access to publicly supported long-term care programs. 

Children 

1 .) 

Question: 
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This budget cuts the Medicaid program by 14 billion dollars over 5 years. When over 50 percent of 
Medicaid recipients in the United States are children - that is over 26 million children - cuts to this program 
are essentially stacking the deck against them. In my own state of New Jersey, 24 percent of the state's 
children are enrolled in Medicaid, not to mention more than 264,000 children in New Jersey that are 
uninsured. When] add these cuts to the cuts being made to child care ($1.03 B in cuts over 5 years) and 
preventative care for newborns. I have a hard time seeing how tiiis budget is going to help those at the 
dawn of life. 

When we know the benefits of keeping kids healthy and the money that it saves our healthcare system, why 
would we under fund and zero-fimd the very programs that give our kids a healthy start - programs that 
help put them on a path to a healthy life? 

I'm happy to see that $4.9 billion in spending has been set aside for the administration’s "Cover the Kids" 
outreach initiative, which seeks to work with states, schools' and community organizations to enroll eligible 
children in SCRIP and Medicaid. Tm just wondering how you anticipate the states to afford diis increased 
enrollment when the very Medicaid funds needed to provide services to these kids are being cut. 

Answer: 

The President’s “Cover the Kids” (CTK) proposal provides $100 million annually in grants to States, 
schools, and community organizations to enroll and provide coverage to many eligible, but not enrolled, 
children in Medicaid and SCHIP. The proposal increases SCHIP spending by $69 million in FY 2007 and 
$330 million over five years. The proposal increases Medicaid spending by $203 million in FY 2007 and 
nearly 2 billion over five years. 

The President’s FY 2007 Budget also contains important administrative reforms that are 
critical to preserving the Medicaid program. Without these changes, Medicaid’s 
projected growth rates would put even greater pressure on state budgets. These critical 
reforms, in part, not only promote greater efficiency of the Medicaid program, but also 
make it possible to provide outreach funding - such as the aimual grants under the CTK 
program - that are critical to expanding Medicaid and SCHIP coverage to the millions of 
eligible but un-etuolled children nationwide. 


The Honorable Russell D. Felneold 

!•) 

Question: 

Since the beginning of January, I have been hearing fiom advocacy groups and 
individuals in Wisconsin that many Medicare beneficiaries are unable to get their 
prescription drugs through Medicare Part D. The implementation problems in the state 
have caused a crisis for those who were unable to receive critical prescriptions such as 
insulin transplant medications, and cancer drugs. 1 appreciate CMS working with my 
office and Wisconsinites to fex these individual problems; : however, I am still getting 
phone calls from people who can't get their drugs, and those calls don't appear to be 
slowing down. I know that you have said that you and Dr. McClellan are both working to 
fix fliese problems, but it is becoming obvious that band-aid foxes are not going to affect 
the systemic problems in this program. What are you doing to address these large-scale, 
systemic problems? (People still not getting their medications). 

Answer: 

CMS did experience some systems challenges in the early weeks of the program, but the 
vast majority of them have now been addressed. Ensuring that beneficiaries who enroll 
in a Medicare prescription drug plan have access to the drugs they need is a top priority 
for CMS. We will continue to address any systemic issues - large or small - as fliey 
arise. 
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2 .) 

Question; 

The prescription drug program implementation has been particularly difficult for long term care residents, 
administrators, and staff. Many of the requirements in Part D cause bureaucratic nightmares for patients, 
providers, and staff alike. This is especially difficult for long-term care fiieilities in rural areas that do not 
have many options for pharmacies drug plans that understand their needs, I would like to know what you 
are doing to address the needs of long-term care residents, and what are you doing to work with drug plans 
in order to ensure that they understand the needs of the &cilities. 

Answer: 

CMS is committed to ensuring that Medicare beneficiaries in long-term care (LTC) 
fecilities continue to receive the medications and pharmacy services they need without 
interruption. CMS continues to work with pharmacists and other healthcare providers, 
advocacy groups, and agencies to provide all beneficiaries residing in LTC Vilifies with 
access to affor^ble prescription drug coverage, enhanced compliance with treatment 
regimens, and improved health and reduction of adverse health effects. 

With the help of our Web Tool, 1 .800 MEDICARE, and a facsimile number whereby the nursing home 
fecilities fax lists of residents to us, CMS was able to help nursing homes identify the drug plans in which 
their residents had been assigned prior to the January 1, 2006 start date of the Medicare prescription drug 
program. 

Currently, Medicare plans are required to contract with a broad network of long term care pharmacies to 
deliver to nursing homes that meet our regulatory standard, in order to provide convenient access to 
beneficiaries. CMS requires that all plans are able to deliver prescription drugs to all nursing homes in 
their regions. We have special performance and service criteria for nursing home residents and have a 
special election period for these individuals. The coverage determination, grievance, exceptions, and 
appeals processes, as specified in the final regulation, will ensure that LTC residents receive quick 
determinations regarding the medications they need. Additionally, full-benefit dual eligible LTC residents 
who need to change prescription drug plans to better accommodate his or her pharmaceutical needs and 
pharmacy affiliations, may do so at any time. 

CMS has ongoing communication with the long-term care industry, which include 
weekly calls with trade associations and long terra care pharmacy associations (AAHSA, 

AHCA, the Alliance for Quality Nursing Home Care, AMDA, and LTCPA) to address 
specific issues implementation issues that impact the long-term care community. CMS 
also uses the Minimum Data Set (MDS) distribution channel and intermediary newsletter 
as a way to communicate information. To date, CMS has already supplied the industry 
with an extensive amount of Part D materials. 

3.) 

Question; 

1 am sure yon are aware of the importance of Automated External Defibrillators, or AEDs. We place AEDs 
in Federal buildings; in feet there are AEDs in fee Humphrey Building, where your office is located. The 
reason that we have AEDs in the HHS buildings, the Senate buildings, and the Capitol, is because they can 
save the lives of people who suffer sudden cardiac arresr. AEDs are an inexpensive, effective method of 
saving lives, and we think that this is a worthwhile expense. 

The Rural Access to Emergency Devices Grant Program provides funding for Stotes to purchase 
AEDs, place them in rural communities unable to afford to purchase them, and train community members 
to use them. You have proposed eliminating this program in the FY2007 budget even fliough there are 
thousands of rural communities across the country that do not have access to AEDs. I would like an 
explanation beyond the official justification, of why you requested foe elimination of this program. I would 
also like to know if you think enough has been done to get AEDs into foe hands of people 
in rural communities. 
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Answer: 

The Administration believes the most dire need for AEDs in die rurd communities has largely been 
satisfied. In addition, there are other programs through which any remaining need may be addressed, such 
as the Rural Health Services Outreach Grant Program. Furthermore, the cost for AEDs has dropped 
dramatically in recent years, m^ing them much more affordable without the need for Federal assistance. 

4.) 

Question: 

While oral health in America has improved dramatically over the last 50 years, these 
improvements have not occurred evenly across all areas, and an estimated 25 million 
Americans live in areas lacking adequate dental services. Astoundingly, as many as 
eleven percent of our nation's rural population has never been to a dentist. The problem is 
exacerbated by the fea that our dental workforce is aging - more than 20 percent of 
dentists nationwide will retire in the next ten years and the number of dental graduates by 
2015 may not be enough to replace these retirees. As a consequence, Wisconsin! like 
many states is facing a serious shortage of dentists, particularly in rural areas. 

The Health Care Safety Net Amendments of 2002 included the Collins-Feingold Dental 
Health Improvement Act) which authorized a new state grant program administered by 
the Health Resources and Services Administration that is designed to improve access to 
oral health services in rural or underserved areas. Last year, this program was 
appropriated $2 million, which was the first time it had received funding. I would like to 
get more information on the implementation of this program and an update on where the 
agency is in terms of distributing funds for this progam. 

Answer: 

Guidance for this new grant program’s applications has been developed and will be disseminated shortly to 
potential applicants/grantees. 

The FY 2006 appropriation is projected to fund 18-20 State grants at an average of 
$100,000 per grantee. It is anticipated that this program will support activities in States 
that are geographically dispersed throughout the United States and support a group of 
projects that address &e dental workforce needs of underserved urban and rural 
populations. 


The Honorable Debbie Stabenow for Secretary Leavitt 

Federally Qualified Health Centers 

1 .) 

Question: 

I am a big supporter of community health centers and I have worked with Senator Bond 
to increase fimding for this great program. Although over the past 4 yeare, there have 
been over 700 new community health center sites with the increased funding provided by 
Congress, my understanding is that, during that same period, upwards of 1,000 additional 
applications which met all requirements were submitted, but which you could not fimd 
due to lack of available funding. Is that correct? 

While we all support the continued expansion of the Health Centers program, it is 

critical &r future budget planning that we know how many would be health centes 

are out there that still aren’t receiving grant funds. Would you please provide to the 

Committee the total number of applicafions submitted for each year beginning in FY 

200 1 , the number that were scored as fiilly acceptable or higher and die number that were actually 

funded? 
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Answer: 

The following table provides the requested application information for FY 2002 through FY 2005. 
The President’s Health Centers Initiative began in FY 2002. 


Applications 
Scores FA* or higher 
Awards 

(•FA - fiilly acceptable) 


FY2002 FY2003 

628 650 

378 424 

302 188 


FY2004 FY2005 

705 357 

486 257 

129 158 


The Honorable Bill Nelson 


1 ) 

Question; 

According to the National Head Start Association, only half of eligible children receive 
Head Start services because of a lack of funding. They estimate that the President's 
budget proposal will cut 19,000 children from the program next year because funding is 
frozen and won’t keep pace with inflation. Can you explain to us why the Bush 
Administration isn't making Head Start funding a priority? 

Answer: 

We do not agree with NHSA’s assertion that Head Start has taken a “hit" in the President’s FY 2007 
budget. Head Start will be funded at its FY 2006 level. No Head Start program will sustain any funding 
reduction in FY 2007 if the President’s request is approved and there should be no reduction in the number 
of children served. 

The Head Start program has seen significant growth in the last several years, most of which has been used 
to support staff salary and fringe benefit increases. Between FY 1995 and FY 2005, for example, the Head 
Start budget increased by 94 percent while enrollment increased by only 21 percent. In many of diose 
years staff received increases which were two to three times the rate of inflation. Head Start grantees have 
considerable flexibility in how they use their Head Start grant funds, and we believe they can design 
budgets, with their current funding levels, which will reflect high quality programs that will serve the same 
numbw of children they were able to serve last year. 

I also want to note that there is not agreement on the extent of Head Start’s unmet need. While there are 
many low-income four year olds not served by Head Start our data suggest that virtually all four year old 
children whose parents want to enroll their child in a pre-K program have done so. Head Start, unlike years 
ago, is not the only option available to parents of preschool age children. There are billions of dollars made 
available to child care providers throu^out this country and many low-income four year olds are served in 
these programs. Moreover, fliere are an increasing number of states which are investing in pre-K programs 
and om- research suggests that many parents are choosing to send their children to these programs rather 
than to their local Head Start program. 

2 .) 

Question; 

Over the last few years, unfortunately, the Bush Administration has not provided Head 
Start programs with the funding they need to ensure high quality. Programs in my state 
have told me that they will have to cut back 'transportation services, reduce the number of 
hours of operation, and cut staff to make their budgets. Shouldn’t we be providing these 
programs with the money they need to get die job done well for children instead of 
squeezing them as the Administration's budget would do? 


Answer: 
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We believe Head Start programs do have sufficient funding to provide high quality services. The average 
annual cost to serve a Head Start child in FY 2005 was $7,287, and this represents only the federal Head 
Start funds invested in these children. It does not include a required grantee match of 25 percent, which 
would represent another $ 1 ,800 per child. Nor does it include support from such programs as USDA’s 
Child and Adult Care Food program, which we estimate at $500 per child nor support from such other 
programs as, for example, Medicaid/EPSDT and the Child Care and Development Block Grant. Head Start 
programs are receiving resources that equal nearly $10,000 per child per year for, in most cases, a part-day 
part-year program. We believe this is a generous investment in each Head Start child and ought to allow 
Head Start programs the ability to provide high quality services to all enrolled children and families. 

1 also would like to note that the President’s FY 2006 proposed fimding level for Head Start did not 
propose a $57 million decrease. Rather that decrease was necessary because of the Congressionally 
mandated 1 percent rescission in all federal discretionary programs. 


The Honorable Tim Johnson 

1 .) 

Question; 

I know you have been focused through clinical trials and translational research on ways to better connect 
the cancer centers and build' collaborative science. How will the cuts to NCI budget affect its ability to 
bring these recommendations to reality? 

Answer: 

The Cancer Centers Program provides support for the entire spectrum of cancer research. It serves the 
majority of peer-reviewed scientists who receive NCI funding by providing support for research from the 
laboratoiy to the clinic and by providing infrastructure support for the conduct of early phase trials. Cancer 
centers also move research from die clinic into the community. Centers reduce direct costs to grantees, 
support technology and services and provide access to expertise for the education of new investigators. 
Although the proposed budget will reduce the funding for the Centers program, NCI will be able to manage 
die resources of the Centers to continue to take advantage of the advantages that are gained by this 
collaborative research enterprise. For FY 2007, $ 447 million is being requested for support of the Cancer 
Centers Program. 

2 .) 

Question: 

I understand that the budget proposes that no funds are included for the National Children’s Study and that 
ongoing planning activities will be brought to a close by the end of the Fiscal Year 2006. Given the federal 
government has already invested $50 million dollars for this study'-* and the signifrcant impact such a study 
will have on human health, how do you justify cutting this program? 

Answer: 

No funds for the NCS are included in the President’s budget for FY 2007, due to 
concerns about the substantial long-term costs of this 25-year study. However, the 
planning and preparation for the National Children’s Study have been well documented, 
and could provide a useful base for a study at some point in the future. In addition, there 
is much useful information to be gleaned from the results of the pilot studies alone. 

3 .) 

Question: 

As you know, South Dakota is one of many states that have assisted in the coverage of 
dual eligibilities during their transition to Medicare Part D. ’While the application process 
for the state to apply for a CMS waiver was very simple! I am concerned that the actual 
process of submitting claims for payment electronically may be complicated. What are 
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HHS and CMS doing to ensure that states are provided wifli timely and appropriate 
reimbursement? 

Answer: 

CMS appreciates the efforts States have made during this transition period in ensuring that dual eligible 
beneficiaries and other low-income subsidy entitled beneficiaries receive file prescription medications they 
need. On Thursday, Februaiy 16, 2006, the Centers for Medicare & Medicaid Services (CMS) approved 
the applications of 45 States (including the District of Columbia) to participate in a Medicare demonstration 
project that will reimburse States for flteir efforts to assist dual eligible beneficiaries and low-income 
subsidy entitled populations in obtaining and accessing Medicare Part D coverage. 

Under the demonstration, states will submit information to a CMS contractor, in a specified format, on 
costs that the State incurred relative to the provision of Part D drugs to dual eligible and low-income 
subsidy entitled beneficiaries. This information will include claims-level data on payments made to 
pharmacies, as well as information detailing administrative costs that are eligible for reimburaement under 
the demonstration. CMS will reimburse states directly based on eligible claims received. CMS’s 
contractor will be responsible for submitting the state claims data to Part D plans in order to reconcile the 
state payments made for Part D drugs with claims that should have been paid by the Part D plan and 
determine the final payment due to States. 

CMS will continue to work expeditiously with States in processing the claims for this 
demonstration to ensure that America's most vulnerable populations continue to receive 
the care they need. 

4.) 

Question: 

I am concerned that file fest approaching May 15 deadline for enrollment without penalty 
is going to be a big problem. Does CMS and/or HHS have the authority to extend this 
deadline? If so, what would the circumstances have to be in order for the agency and/or 
department to take this step? 

Answer; 

CMS and HHS do not have the authority to extend the May 1 5, 2006 initial enrollment 
deadline for all beneficiaries. The MMA does allow the Secretary to establish special 
enrollment periods under specific circumstances, such as for involuntary loss of 
creditable coverage, errors in enrollment or exceptional circumstances. CMS has used 
this authority to establish special election periods extending enrollment through 2006 for 
certain populations, such as those displaced by Hurricane Katrina or who qualify for the 
low-income subsidy. 


The Honorable Lindsey O. Graham 

1 .) 

Question: 

As a result of the Deficit Reduction Act, a large segment of imaging reimbursement will 
now be based on a different payment methodology. Section 5 102(b) of the Deficit 
Reduction Act carves out one particular service and reimburses it in a completely 
different manner than other physician services. What are the advantages of changing 
fiom the Medicare physician fee schedule to reimbursing physicians under a hospital 
ouqratient prospective payment system? 

Answer: 

In 2006 Medicare is paying a physician $903 for doing an MRI of the brain or an MRI of the abdomen. 
Medicare will also pay a Hospital Ouqratient Department (OPD) $506 for the exact same test. Thus, 
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Medicare is paying almost $400 or 78 percent more for doing these MRl imaging tests purely depending on 
whether the test is performed in an OPD or a physician’s office. Similarly, Medicare will pay 267 percent 
more for doing an ultrasound guidance for artery repair in a physician’s office than an OPD ($228 vs. $62). 
These comparisons do not include a physician’s interpretation of the test for which Medicare will pay a 
separate fee. There is no consistency in the percentage that the physician fee schedule exceeds the hospital 
OPD payment amount The percentage difference varies by procedure. 

In the context of; (1) significantly laiger payments under the physician fee schedule than 
the OPD for the same service for certain imaging services, (2) site neutral payments for 
the same service identified by MedPAC as a long term goal under Medicare fee-for- 
service payment systems, (3) rapid growth in Medicare spending for imaging services for 
several years, (4) MedPAC raising methodological issues that suggest relative values 
under the physician fee schedule for imaging services would be too high, combined with 
a lack of procedure and equipment specific information on alternative equipment 
utilization assumptions to use in the practice expense formula to address such issues, 
section 5102(b) of the Deficit Reduction Act of 2005 establishes a payment limit for the 
technical component of imaging services. The provision requires that Medicare not pay a 
physician more than Medicare would pay the OPD for furnishing the same imaging 
procedure. A physician's interpretation of the test for which Medicare will pay a separate 
fee is not affected by the provision. 


2 .) 

Question; 

As you may be aware, capping all in-office imaging at the lesser of the Medicare 
physician fee schedule or die hospital outpatient rate will result in cuts of up to 75 percent 
for some procedures and 50 percent for other critical procedures, such as MR.I of the 
brain and 1 1R.I of the lumbar spine. While I support efforts to reduce over-utilization of 
imaging services, I am concerned that certain physicians and imaging centers may be 
unable to withstand these cuts and could be driven from the markeqilace, thereby forcing 
patients in a community to only have the option of going to the hospital to receive these 
types of procedures, Imaging centers leave rural and medically underserved communities, 
what mi^t be the impact on the hospitals and the communities they currently serve? 

Answer: 

It is hard to justify paying physicians more than Medicare pays OPDs for fiunishing the same imaging 
service. This step to level the playing field between physicians’ offices and hospital OPDs only applies to 
procedures where Medicare pays more in physicians’ offices; the DRA cap provision does not apply to all 
imaging procedures furnished in physicians’ offices. In addition, the percent that Medicare payment rates 
for physicians’ exceeds OPDs are not all as large as the examples cited above; in numerous cases, the 
differential is 1 0 to 20 percent. Thus, the overall impact is not expected to be as dramatic as the example of 
some procedures. I do not believe that physicians’ offices or imaging centers will stop practicing medicine 
or that beneficiary access would be limited to OPDs. Nor do I believe that the provision would have an 
impact in rural or medically underserved communities. 

The DRA provisions will be implemented through notice and comment rulemaking. 

These proposals are expected to be published this summer and will allow for a 60 day 
public comment period. A final rule will be published by November 1, 2006 and will be 
effective for services furnished on or after January 1, 2007. 

3.) 

Question: 

Has the Department of Health and Human Services done any analysis ort the ability of a 
physician’s office or imaging centers to continue to offer critical, lower compensated 
imaging services, such as mammography? What would foe impact to foe health care 
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community be if the only venue where a large segment of lower compensated procedures 
could be performed was in the hospital setting? Do you anticipate the utilization of these 
lifesaving screening services will increase or decrease? 

Answer; 

Screening and diapiostic mmnmography procedures would not be impacted by this provision. The 
Medicare statute requires that payment amounts for both screening and diagnostic mammography services 
be the same in both physicians’ offices and hospital ouqtatient departments. Thus, this provision would 
have no impact on a woman’s timely access to these important services. 


The Honorable Michael B. Enzi 

1.) 

Question: 

As you know, ray Committee passed and the President recently signed into law the State 
High Risk Poo! Funding Extension Act of 2005. Expanding coverage for the uninsured 
population continues to be a top priority of mine and I would like to learn more about 
your proposal which establishes a competitive grant program for the chronically ill. The 
President's budget details diat $500 million would be available annually for this initiative; 
could you please tell me more about what you envision for this program? 

Answer: 

The President’s FY 2007 Budget proposes providing $500 million per year to encourage states to test 
innovative methods for covering their chronically ill residents. These grants will be awarded through a 
competitive process. Legislative language addressing this proposal is under development 



THE PRESIDENT’S FISCAL YEAR 2007 BUDGET 
PROPOSAL FOR THE DEPARTMENT OF DE- 
FENSE 


THURSDAY, MARCH 2, 2006 

U.S. Senate, 

Committee on the Budget, 
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The committee met, pursuant to notice, at 10:04 a.m., in room 
SD-608, Dirksen Senate Office Building, Hon. Judd Gregg, chair- 
man of the committee, presiding. 

Present: Senators Gregg, Domenici, Allard, Alexander, Conrad, 
and Nelson. 

Staff present: Scott B. Gudes, Majority Staff Director; and Mike 
Lofgren, professional staff member. 

Mary Ann Naylor, Staff Director and Jamie Morin, analyst for 
national security. 

OPENING STATEMENT OF CHAIRMAN JUDD GREGG 

Chairman Gregg. We will call the hearing to order. We very 
much appreciate Secretary England and Admiral Giambastiani and 
Ms. Jonas coming up today to talk to us about the defense budget. 
They are obviously a high-powered group representing very well 
the Pentagon and serving our country well and we appreciate their 
service to our nation. We appreciate the difficult task they have, 
especially with the pressures presently on the Department of De- 
fense and the many men and women we have in the field defending 
us across the globe, but especially in Iraq and in Afghanistan. We 
obviously thank them for their extraordinary service. 

The issue, of course, on the budget is one that is difficult. Could 
we pull up that chart, please? The discretionary side of the Federal 
budget is basically half non-defense and half defense. For the last 
2 years, we have essentially frozen non-defense spending and the 
President has actually asked for a decrease in non-defense discre- 
tionary spending this coming year. Defense, on the other hand, has 
received extremely robust support as a result of the attack of 9/11 
and the war that we are involved in, primarily, but also because 
we recognize that in the late 1990’s, there was much too much of 
a draw-down in defense. 

But this chart here reflects the rate of growth of defense from 
2000, when the core budget was at $292 billion, to 2007, when the 
core budget was up to $460 billion. In addition, on top of that, 
there has been what I call a, well, let us call it a shadow budget 
of emergency spending for defense, which has basically been out- 
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side the budget process and, as a result, has therefore not been 
subject to any fiscal discipline because there have been emer- 
gencies and it has represented fairly significant spending, pri- 
marily focused on fighting the war in Iraq and Afghanistan. 

And the question which our committee has is how long can we 
sustain this and at what levels can it be sustained, and I think 
there are serious issues here. Also, whether or not it is appropriate 
to have this ancillary budget moving along for the Defense Depart- 
ment which is essentially outside the Congressional budgeting 
process in that it is all done by emergency and therefore not sub- 
ject to any significant discipline as the basic budget is. 

The other question which I have, which I know somebody will ad- 
dress, is what is the core? What is it being used for? How is it — 
it has grown so large, what is its main thrust? If you look at the 
cost of fighting the war, the actual on-the-ground cost in Iraq is 
about $6 billion a month and the on-the-ground cost in Afghanistan 
is, I think, about $1.5 billion a month. That adds up to $85 billion, 
approximately, a year, and so the question becomes, to what extent 
is the core supporting that versus emergency funding and to what 
extent should the core support that? 

So those are some of the questions I have. We have a bit of a 
conundrum, to put it simply. We are confronted with an extremely 
stringent budget on the discretionary side in the area of non-de- 
fense spending, but on the defense side, there appears to be very 
little control. As a result, we have questions about whether there 
is some way to put projections which are more predictable into the 
process and which are going to be affordable as we move into the 
out years in the defense accounts. 

That all being said, there is absolute commitment by this Con- 
gress and certainly the administration to support our people in the 
field with whatever they need. That is critical. That is obviously 
why the budget has gone up so much in many areas, but we do 
have issues and questions regarding areas outside the actual fight- 
ing of the war. 

So we look forward to your testimony and your thoughts and 
ideas as to how we address this, and we don’t really have a whole 
lot of thoughts and ideas. That is why we are asking for your input 
on it. 

I will now yield to the Senator from North Dakota. 

OPENING STATEMENT OF RAN K ING MEMBER KENT CONRAD 

Senator Conrad. First of all, I want to thank the Chairman, first 
of all, thank him for holding this hearing; second of all, thank him 
for the excellent questions that he has just posed because this has 
to be faced up to. 

Let me just start with the first chart that tries to put in context 
where we are in comparison to previous conflicts in terms of de- 
fense spending. This chart is expressed in constant 2006 dollars, so 
we are comparing apples to apples. You can see going back to the 
Korean War, we are over $500 billion a year in terms of expendi- 
ture expressed in 2006 dollars. The Vietnam War was well below 
$500 billion a year. The Reagan defense buildup got to about $500 
billion a year. And then we went into a long trough of reduced 
spending because of the cold war dividend, the end of the cold war 
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peace dividend that was through several administrations. And now, 
the very dramatic ramp-up because of the attack of 9/11 and the 
conflicts in Afghanistan and Iraq. 



Bush Defense Budget 
Far Above Cold War Average 


(Constant 2008 dollars in btiiions, National Defense budget authority} 


Korean War 


Vietnam War 


Reagan Defense 
Buildup 


$300 


Bush 

Defense 





Source: 0MB, 

Note; Emergency budget authority of $26.8 billion in FY 2005 Defense Appropriations Act was made available in FY 2004 and 
is counted in that year. FY 2007-2011 numbers based on Bush FY 2007 Budget projection plus CBO estimate of war costs. 
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Where we are now, we can see we have actually reached a high 
compared to previous conflicts. We are above where we were in 
Korea. We are above where we were in Vietnam in constant dol- 
lars, so let us go to the next one. 



Bush Administration Belittled 
Suggestions War Would Be Costly 


STEPHANOPOULOS; 

“What should the public know right now 
about what a war with Iraq would look like 
and what the cost wouid be?” 

RUMSFELD: 

“...The Office of Management and Budget 
estimated it would be something under $50 
billion.” 

STEPHANOPOULOS: 

“Outside estimates say up to $300 billion.” 

RUMSFELD: 

“Baloney.” 


— Defense Secretary Donald Rumsfeld 
Interview on ABC’s “This Week with 
George Stephanopoulos" 

January 19, 2003 




469 


I think we all recall that at the time we entered into Iraq, that 
there were people in the White House who said it was going to cost 
$100 to $200 billion, and administration officials including the Vice 
President discounted that, said it wasn’t accurate. The Secretary of 
Defense discounted it. Here is one exchange that occurred on a talk 
show. George Stephanopoulos asked, “What should the public know 
right now about what a war with Iraq would look like and what 
the cost would be?” Secretary Rumsfeld, “The Office of Manage- 
ment and Budget estimated it to be something under $50 billion.” 
Stephanopoulos, “Outside estimates say up to $300 billion.” The 
Secretary of Defense said, “Baloney.” 



Bush Funds Iraq War and War on 
Terror with Large Supplementals 

($ in billions, budget authority. Defense only) 



Source: 0MB, CRS 

Note; 2005 funding includes $25 billion Pi^ 2005 emergency budget amendment made 
available Immediately in FY 2004. 2006 and 2007 funding each includes “bridge" funds. 
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Well, so much for baloney. We are now at $397 billion and count- 
ing. The Secretary of Defense suggested it was going to be $50 bil- 
lion. That is what is known as being wrong by a country mile. So 
here the supplemental in 2003, $63 billion; 2004, $65 billion; 2005, 
$101 billion; 2006, $118 billion; 2007, $50 billion so far and count- 
ing. Let us go to the next one. 



Long-Term War Costs 
Underfunded 


($ in billions) 



Amount in Bush Budget for 
Ongoing Military Operations 
FY 2006-2007 


CBO Estimate of Additional 
Outlays for Ongoing 
Military Operations 
FY 2007-2016 


Note: Ongoing military operations include operations in 
Iraq, Afghanistan, and the continuing war on terrorism. 
Source: OlVIB, CBO 
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In this budget the President has provided in 2006 and 2007 $120 
billion. The numbers from CBO for 2007 to 2016 say we had better 
be counting on almost $300 billion. We have to have full disclosure 
here. It is pretty hard to budget if we are not being given the full 
facts and if we are not being given serious estimates of what the 
costs are going to be. Let us go to the next one. 



Bush 2006 Defense Spending Equals 
Next 39 Nations Combined 



Note; Estimates of defense budgets of non-NATO nations are inherentiy imprecise. 

Source: International Institute for Strategic Studies, The Military Balance 2005-2006 {2004 estimates), OMB 
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Again, to put in context, the United States now spending $552 
billion a year on defense. That is more than the next 39 nations 
combined. Now, I think there are serious questions about this anal- 
ysis, I would be the first to say. I am not sure how you compare 
us to China, for example. It maintains a bigger army than we do, 
pay them virtually nothing. So just a cost comparison may not be 
fully revealing, but I think we do need to understand roughly 
where we are. Let us go to the next one. 



Building a Wall of Debt 

Gross Federal Debt Soars 


$13 

$12 

$11 

$10 

$9 


$? 

$6 


($ In trillions) 


$12.0 T 

in 2011 



$5 
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This also has to be understood and that is the skyrocketing debt 
of the country. If this doesn’t sober up people, I don’t know what 
will. I am about ready to wonder what is going on in our country 
with respect to our leadership when nobody seems to give a fig 
what happens to the debt of the country. The debt is absolutely 
skyrocketing. The President said he was going to have maximum 
pay-down of the debt. There is no pay-down of the debt. The debt 
has gone up, up and away every year. The debt has gone up over 
$3 trillion in 5 years, and if the President’s plan is adopted, it is 
going to go up another $3 trillion and reach $12 trillion by 2012, 
and all of this at the worst possible time, before the baby boomers 
retire. If you think there are tough budget choices happening now, 
we haven’t seen anything yet. We have not seen anything yet, be- 
cause this is an utterly unsustainable course. 



GAO Comptroller General Walker 
Believes Current Fiscal Path 
Threatens Our National Security 

“Continuing on this unsustainable 
fiscal path will gradually erode, if not 
suddenly damage, our economy, our 
standard of living, and ultimately our 
national security.” 


-GAO Comptroller General David M. Walker 
Testimony before Senate Budget Committee 
February 15, 2006 
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We had the Comptroller General here before the Senate Budget 
Committee last month. Here is what he said. “Continuing on this 
unsustainable fiscal path will gradually erode, if not suddenly dam- 
age, our economy, our standard of living, and ultimately our na- 
tional security.” I think the Comptroller General is telling the 
truth. Collectively, we have a responsibility to face up to this, and 
that means every part of the budget has to be scrutinized and has 
to be disciplined. 

With that said, I want to say and I want to make very clear, this 
committee will support — the Congress will support every dollar 
that is needed for national security and we will stand shoulder-to- 
shoulder with the President in providing for our men and women 
in uniform and for the defense expenditures that are required to 
protect this nation. That is an absolute commitment from this Sen- 
ator, and I believe the overwhelming sentiments. 

With that said, we have a major challenge, and Senator Gregg 
said it well. If we are going to budget, we have to have people 
being frank with us about what the real costs are. This continuing 
submission of supplementals that are unpredictable when, in fact, 
we know that the costs are going to be — we have known every year 
that the costs were going to be far more than what was being put 
in the budget. 

So with that, I again thank the Chairman. I think this is a very 
important hearing, and I thank the witnesses. I thank you for 
being here. I thank you for your service to the nation. I also ask 
you to help us begin to grapple with this exploding national debt, 
because it is a matter of national security. 

Chairman Gregg. Thank you. 

Secretary England and other panel members, however you wish 
to proceed. 

STATEMENT OF GORDON ENGLAND, DEPUTY SECRETARY, U.S. 

DEPARTMENT OF DEFENSE; ACCOMPANIED BY TINA JONAS, 

COMPTROLLER, U.S. DEPARTMENT OF DEFENSE 

Mr. England. Mr. Chairman, if I can start, and Senator Conrad, 
thanks. I do want to thank you for the opportunity to be here 
today. This is my first opportunity to appear before the committee 
and it is an important dialog. Admiral Giambastiani, who is the 
Vice Chairman of the Joint Chiefs of Staff, and Tina Jonas, who 
is our Comptroller, are with me today who worked in preparing the 
budgets. I mean, we do a lot of the detail work. Hopefully, today 
we can have a constructive dialog and we look forward to it and 
we appreciate the opportunity. I thank you for the opportunity to 
be here today. 

This is a critical time for our nation and I appreciate both the 
comments in terms of your words of encouragement to support our 
men and women in uniform because obviously it is essential. We 
have these magnificent people who are the cloth of our nation who 
literally put their lives and limbs on the line every day to preserve 
our freedom and liberty and it is important that we support them 
in every single way we can and I appreciate your comments in that 
regard. 

Regarding the budget, one comment I will make is in fiscal year 
2007, we are asking for $439.3 billion and also a $50 billion allow- 
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ance in terms of a supplemental tied to that, and that is a lot of 
money and is 7 percent above last year, so it is a lot of money and 
we recognize and understand that. However, I don’t believe, frank- 
ly, that we are crowding out the rest of the Federal Government. 
I worry about it going the other way, frankly. 

If you look at it in terms of the GDP, we are actually a much 
smaller percentage now than we were in the past. I mean, we are 
now, this year, including this supplemental, about 3.7 percent of 
GDP, and so Mr. Conrad, you are right. The numbers are large, but 
in terms of what the country can afford for its national defense, 
and we were spending 4.6 percent during the Gulf War, 9 percent 
during Vietnam, between 11 and 12 at the height of our involve- 
ment in Korea, and, of course, it was gigantic during World War 
II. So the percentage today, it is a lot of money but it is not a huge 
percentage in terms of the insurance and the freedom and liberty 
that we enjoy with our men and women in uniform. 

This is a more expensive force, there is no question about it. It 
is an all-volunteer force. That is a more expensive force. On the 
other hand, it is a much more capable force and we ask them to 
do much more than we have asked them to do in the past. 

There are a number of threats. First of all, we are all familiar 
with this long war against the terrorists and that is an ongoing 
war we have today, but we also have other threats that we need 
to be aware of and we need to budget for, we need to deter and 
be prepared to defeat. We have hostile states or non-state actors 
that could acquire and use weapons of mass destruction, and we 
are familiar with those today, and they can use those to dev- 
astating effect. Guarding against this threat and preparing for the 
possible consequences of WMD require new technologies and skills 
as well as enhanced counterproliferation efforts. We also have a 
possibility of a major emerging power could choose a hostile course. 
Therefore, it is important that we shape the force to discourage a 
pure military competitor and be able to defeat such a military, if 
necessary, in the future. 

Meeting these challenges requires fostering cooperation with 
emerging powers while hedging against possible surprise while 
maintaining our military superiority. So traditional state-based 
threats are still a concern to the nation. They are being kept at bay 
precisely because the Nation has been so well prepared, and this 
is a case, frankly, if thanking this committee and the other commit- 
tees and the American people for letting us do that, and it has 
worked. It has worked for this nation now for many years. 

Now, all of these challenges have a bearing on the security of the 
homeland, so detecting, deterring, and defeating threats far from 
shore, in our judgment, is the very best and likely the only way to 
keep America safe. But the Department of Defense is also prepared 
in working to defend America closer to home, and we continue to 
provide support to other agencies of the U.S. Government for our 
homeland security missions. 

So in short, our nation today faces far more diverse challenges 
and far greater uncertainty about the future global security envi- 
ronment than perhaps we ever have in the past. So it is, indeed, 
a dangerous time for America. It is expensive. But on the other 
hand, that is the first obligation of government, is to provide for 
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the common security of the nation. I can assure you that myself 
and Admiral Giambastiani, Tina Jonas, the Secretary, and all my 
colleagues in the Department of Defense, we understand this is in- 
deed the taxpayers’ money. We understand it is their money that 
they allow us through you to spend on the security and we work 
very, very hard to spend this money appropriately and correctly. So 
we understand this is the taxpayers’ money and you have our 
pledge that we will do everything we can to manage this money ap- 
propriately for the American people. 

I will comment, I appreciate both of you being here today and 
your comments because at the end of the day, the war we are in, 
and particularly this war against the terrorists, is a war of will. 
This is a war of will and commitment and resolve. The cold war 
lasted for 40 years. This will be another long but totally different 
kind of war. But just like the cold war, it was many administra- 
tions and many Congresses where we had bipartisan support in 
terms of funding to protect and defend a nation and it is going to 
require the same sort of effort. 

I mean, this is, first and foremost, a war of will, determination, 
and commitment that we will prevail over a very, very long period 
of time and it will take a bipartisan effort. While parties may dis- 
agree on lots of other issues, this is one issue where they absolutely 
need to come to consensus. Otherwise, we will not be able to pre- 
vail in this long war. So I appreciate your bipartisan support and 
your comments here today and we do look forward to your ques- 
tions, to a constructive dialog. We understand it is indeed a lot of 
money. 

I would like to ask Admiral Giambastiani if he would just make 
a few comments, and then we will get down to questions. Thank 
you very much. 

[The prepared statement of Mr. England follows:] 
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Statement of Deputy Secretary of Defense Gordon England 
FY 2007 Budget 

Before the Senate Budget Committee 
March 2 , 2006 


Mr. Chairman. Members of the Committee, 

Good morning. 

Thank you for the invitation to meet with you to discuss the Department of Defense’s 
2007 budget request. This is the first time I’ve met with this Committee, so Tm 
particularly pleased to have this opportunity, and I look forward to a constructive 
exchange. 

With me today are with two of my close colleagues, Comptroller Tina Jonas and the Vice 
Chairman of the Joint Chiefs of Staff, Admiral Ed Giambastiani. The three of us have 
been deeply involved in the process of setting the Department’s priorities for this budget 
request. Hopefully, we can fully inform you about the defense budget and answer your 
questions. 

As you know, this is a critical time for America. We’re a nation at war. This w'ar is a 
daily reality for our men and women in uniform, who are stationed around the world or 
serving here at home, defending freedom and liberty along with our friends and allies. 

America is fighting against dispersed netw'orks of terrorist extremists. They know they 
can’t succeed with conventional methods, so they use asymmetric means to challenge us 
and our allies. Their goal is to break our resolve and shatter our way of life. This 
struggle is not likely to end any time soon. The Cold War lasted for 40 years. 
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One of al-Qaeda’s nngleaders, Ayman al-Zawahiri. said in 2001, “The need is to inflict 
the maximum casualties against the opponent... for this is the language understood by the 
west, no matter how much time and effort such operations take.” This enemy is 
adaptable and relentless, and will continue the attack wherever he finds the opportunity. 
Though w'e didnT choose this fight, we don’t have the option of w'alking aw'ay. 

Victory in this Long War requires that our military continue to adopt unconventional, 
irregular, and indirect approaches to eliminate the enemy’s ability to strike. 

But the Long War is only part of the nation’s security challenge. 

Hostile states or non-state actors could acquire and use weapons of mass destruction, to 
devastating effect. Guarding against this threat, and preparing for the possible 
consequences of a WMD event, require new technologies and skills, as w'ell as enhanced 
counter-proliferation efforts. 

The nation also faces the possibility that a major or emerging power could choose a 
hostile course. China is the country with the greatest potential to compete with us 
militarily, and they are also on the rise as a scientific, technological and economic 
competitor. 

Meeting these potential challenges requires fostering cooperation wdth China and other 
emerging powers, while hedging against possible surprise by maintaining our military 
superiority. Traditional, state-based threats are still a concern. They have been kept at 
bay precisely because our Nation has been so well prepared. 

Of course, all of these challenges have a bearing on the security of our homeland. 
Detecting, detemng, and defeating threats far from our shores is the best and, likely, the 



484 


only way. lo keep America safe. Bui the Department of Defense is also prepared to 
defend America closer to home, and the Department continues to provide support to other 
agencies of the US Government for homeland security missions. 

In short, our Nation faces far more diverse challenges, and far greater uncertainty about 
the future global security environment, than ever before. The only sure way to protect the 
American people is to make sure that the President has at his disposal as wide a range of 
options as possible. 

The Department’s portion of the President’s 2007 budget request reflects the nation’s 
priorities and the Department’s best responses to the security context I’ve just described. 
It provides essential resources to defend the American people, our homeland, and our 
way of life. This budget request lets our commanders prepare to meet both traditional 
and asymmetric threats. It maintains conventional military superiority while enhancing 
irregular warfare capabilities. It positions the Department to work closely with partner 
nations and to help them develop needed capabilities to address the global threats we face 
together. This budget reflects the Nation’s firm commitment to provide the proper 
quality of life for our service members and their families. Soldiers, sailors, airmen, and 
Marines who serve so selflessly are the heart and soul of our warfighting capacity and 
capability, and we owe it to them to take care of them and their families. 

This budget request is the product of a year’s hard work by our senior civilian and 
military leaders. It reflects the basic tenets of the long-term strategic vision in the 2006 
Quadrennial Defense Review, which was submitted to Congress a few weeks ago. The 
full effects of the QDR will appear in future budget cycles, but this budget request does 
include some “leading edge” investments, that support the QDR’s vision for the future, 

I urge this Committee to fully support the President’s national defense request, including 
the $50 billion allowance for FY 2007 war costs. The Department of Defense is asking 
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you for 439.3 billion dollars this year. This is nearly a 7% increase over the budget that 
was enacted for 2006. Now. this may seem like a lot of money - and it is. But America 
is spending a much smaller percentage of GDP on defense now than it did in the past. 

This yearN request is projected to be about 3,7% of GDP. but it was up to around 4.6% in 
199! during the Gulf War; 8,9% in 1968 during Vietnam; and 1 1.7% in 1953 at the 
height of our involvement in Korea. You have my personal commitment that with the 
budget you entrust us with, the Department will be diligent in ensuring that the funds are 
wisely spent. 

The initiatives that are reflected in the ’07 budget are part of a longer-term continuum of 
change and adaptation. The President charged the Department of Defense, in the wake of 
9/1 1 , to make the changes necessary to adapt to a more dynamic and less certain world. 
During the beginning of the long war these past five years, our military has been 
continually learning and adapting, and this budget request is an important milestone in 
that process of ongoing transformation. 

You may wonder how the Department of Defense plans to meet a much broader array of 
challenges without doubling or even tripling the size of our force. The answer is that we 
have worked very hard to improve the flexibility of the force, by reorienting existing 
capabilities, eliminating unnecessary redundancy and improving our expeditionary 
capabilities to allow us to revise our global force posture. An important initiative has 
been helping partners and allies improve their own capacities and capabilities so they can 
better share the burden. The Department has also spent a substantial amount of time 
making organizations, structures and processes more efficient to better realize our 
strategic vision and to support our warfighters. Finally, a critical initiative for w'hich we 
need explicit Budget Committee support is our proposed change to TRICARE fees - 
essential to sustaining our outstanding military health care program. 



486 


At his Inauguration in 196!. President Kennedy told the nation, “In the long history of 
the world, only a few generations have been granted the role of defending freedom in its 
hour of maximum danger.” In his own short life, he helped to lead one such generation. 
Our generation has been handed that mantle of responsibility. 

We ow'e it to our men and women in uniform, to provide them with the resources and 
support they need, to get the job done. And we owe it to our nation, to correctly assess 
the security challenges we face and to prepare appropriately to meet them. The proposed 
budget responds to these needs. 

Meeting these goals will also require a strong, bipartisan consensus on national security, 
of the kind that defeated the communist threat. It will require unity of effort, and the 
sustained will of the American Congress and the American people. With that united w'ill, 
and the hard work and sacrifices of our men and women in uniform, the Department of 
Defense wdll be able to provide the security so inseparable from the freedom we all enjoy. 


Thank you for your commitment to this most profound endeavor. 
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STATEMENT OF ADMIRAL EDMUND P. GIAMBASTIANI, JR., 

VICE CHAIRMAN, JOINT CHIEFS OF STAFF, U.S. DEPART- 
MENT OF DEFENSE 

Admiral GlAMBASTlANl. Thank you, Mr. Secretary, Chairman 
Gregg, Senator Conrad, Senator Alexander. Thank you for the op- 
portunity to represent our men and women in uniform today before 
you. I am pleased and proud to appear here with Deputy Secretary 
Gordon England and also Comptroller Tina Jonas. The three of us 
have worked together very closely over the last 7 months since I 
have returned to the Pentagon from 3 years as a combatant com- 
mander and I look forward to working with them as we discuss the 
2007 President’s budget that is presented to you today. 

I would like to make three brief points, if I could. First, I would 
like to thank each of you and the Members of Congress for your 
strong support of our men and women in uniform, to continue that 
support in the midst of this long war that Secretary England has 
talked about against extremists and terrorists, one where the 
enemy is attempting to destroy the resolve of the American people. 

We have carefully examined our requirements against available 
resources. We believe from the military perspective that the Presi- 
dent’s budget allocation of this $439.3 billion maintains that sup- 
port at the right level. I look forward to discussing in more detail 
the capabilities this budget will deliver to our troops. 

While this is a considerable sum of money, as you all have point- 
ed out, we recognize that it is less than we have historically spent 
during wartime as a percentage of our national wealth. I am, along 
with Secretary England, fully committed to ensuring that the tax- 
payers’ money is well spent. 

Second point, we come today having just completed a several 
year long processes of fundamental importance to the Department. 
These include, one, the Quadrennial Defense Review, which we 
have just submitted to the Congress; the second, and required by 
law, the Chairman of the Joint Chiefs of Staff assessment our abil- 
ity to execute the National Military Strategy; and finally, of course, 
the President’s fiscal year 2007 budget development. 

In all of these processes that we have gone through to submit 
these papers, we have had unprecedented collaboration and dialog 
amongst the senior civilian and military leaders of the Defense De- 
partment, and not just those in the Pentagon, frankly, but also our 
commanders in the field represented by our combatant com- 
manders. We have literally spent thousands of man hours listen- 
ing, questioning, analyzing, and learning as we have worked to- 
gether. In fact, this is an unprecedented amount of time, in my ex- 
perience in all the budgets we have presented in my 36 years in 
the service, that I have ever seen us spend, civilian and military, 
putting these papers, studies, reviews together. 

Based on this, I can tell you categorically that our armed forces 
are fully capable of executing every portion of the National Military 
Strategy and that this budget supports prosecuting the war on ter- 
ror, it supports accelerating transformation, it supports enhancing 
joint warfighting, and finally, improving the quality of life and 
service of our troops and our families. 

The final point I would like to make, as long as we fight this long 
war against a ruthless enemy, we are doing it with an all-volunteer 



488 


force. I have seen both sides of this military, in a conscript force 
and in an all-volunteer status. In fact, I was a recruiter at the be- 
ginning of the all-volunteer force. Congress brought that decision 
forward to us, frankly, with the military and the Defense Depart- 
ment resisting moving to an all-volunteer force. It is more capable, 
it is more expensive, but there are none of us in the senior leader- 
ship who would ever go back to a conscript force. 

I think this is significant and we need to ensure this commit- 
ment is fully recognized, rewarded, and valued. I know that all of 
you value our service members’ service, sacrifice, and commitment, 
and again, we thank each of you for your support. 

Because this is the first war we have fought with an all-volun- 
teer force, attraction and retention of quality people are more im- 
portant than they have been in our previous history. The fact that 
it will be a long war amplifies this consideration. Although we are 
now on new ground in some respects, experience teaches us that 
we attract individuals, but we retain entire families in our mili- 
tary. A keystone of attracting and retaining the best America has 
to offer is maintaining a superb health care system, a system that 
Congress authorized for service members and their families back in 
1995. 

As you know, the cost of that benefit has increased substantially 
since 1995. Let me give you a couple of figures. The cost has dou- 
bled in the last 5 years, from 2001 to 2006. It has gone from $19 
billion to $37 billion, and it is projected to increase to $64 billion 
in 2015. Despite this increase, there have been no premium 
changes since 1995 when Congress instituted this program. It is a 
superb health care program by the response from our folks within 
the Defense Department, but in particular in what we Joint Chiefs 
care about is our uniformed members and their families. 

The Joint Chiefs have discussed this in length and in detail. We 
believe the legislation you passed in 1995 was superb and is superb 
today, and we want to see it sustained going forward with this 
health care program. Because of that, and based on our belief that 
the cost to the individual was reasonable in 1995, we recommend 
that you re-norm the 2006 cost shares to the 1995 level. That will 
allow us to maintain this superb health benefit for our families and 
ensure that it is there 20 years from now. 

Some very important points to underscore about this rec- 
ommendation that are included in the President’s budget. First of 
all, it doesn’t affect any active duty members. The second thing is 
it applies to retirees under 65 only. And finally, it maintains the 
catastrophic cap of $1,000 for active duty families and $3,000 for 
retirees. So fundamentally, our recommendation is to take the ben- 
efit enacted in 1995 and update it in a fiscal sense to 2006. 

Thank you again for the opportunity to testify today and to rep- 
resent our men and women in uniform and we are ready to answer 
your questions, sir. 

Chairman Gregg. Thank you. Admiral. Did you say you have 
been wearing the uniform for 36 years? 

Admiral GiAMBASTiANi. Yes, I have been wearing the uniform for 
40 — four years at the Naval Academy. 

Chairman Gregg. Thank you. That is extraordinary service. 
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Can we go back to that chart? The essence of the budget question 
is this. How do we, in the context of the overall spending of the 
Federal Government, and accepting your argument, which I do ac- 
cept, that our commitment to the national defense as a percentage 
of gross national product is not historically high, even though the 
numbers are historically high, how do we get out of this process of 
budgeting by emergency, which basically means we are not budg- 
eting at all. We simply give you an open-ended check subject to 
your sending up a supplemental, and the issue is this. If you look 
at those emergencies that have come up and you look at what the 
spend-out is in Iraq and Afghanistan, which is about $85 billion a 
year right now, we are actually exceeding a spend-out on the on- 
the-ground costs in Iraq and Afghanistan. 

A lot of this supplemental has been base activity, not a lot, but, 
for example, in the supplemental that was just sent to us, we have 
$3.5 billion for repositioning the Army under the new modular ap- 
proach, which isn’t an emergency. I mean, that is a decision that 
should have been in the context of the core budget. It does seem 
to me that we have been at this now long enough so that there 
should not be a necessity for these major supplementals to come up 
here, but it should be sent up as part of the budget. 

Are we essentially saying, by sending these supplementals, that 
the core budget is not being used to fight this war in Afghanistan 
and Iraq and that the war in Iraq and Afghanistan is being fought 
by emergency supplementals? If we are not saying that, then why 
are we sending up emergency supplementals? Shouldn’t we be put- 
ting it into the core budget? Shouldn’t the budget that was sent up 
to be an accurate reflection of what we are going to spend for this 
year not have been $434 billion, but shouldn’t it have been $550 
billion, because you know these numbers are coming at you. They 
are pretty predictable right now. You have been in Iraq long 
enough to know what the number is for next year for sure. Maybe 
you don’t know what the number is for 3 years from now. I cer- 
tainly hope it is going to be a lot less, but why this process of run- 
ning two sets of books? 

Mr. England. Mr. Chairman, if I could just comment, first of all, 
I guess I need to say what Secretary Rumsfeld said at a hearing, 
and that is it is above my pay grade how we do this. This is, frank- 
ly, worked out by the Appropriations Committees’ leadership, 
0MB, and the President in terms of how to do this and the base 
budget and the supplemental. 

Now, look, you could do it either way. Frankly, the supplemental 
is much later data. I mean, in the supplemental, it is not only the 
costs of the war in terms of the number of troops and what we have 
on the ground, so we know what that is at a later time in the budg- 
et when we turn it in. It is much more precise data for you in the 
supplemental. 

We also replace equipment that is damaged or worn out or de- 
stroyed as a consequence of the war, and that is included in the 
supplemental. So these are not numbers that are easily predicted. 
In the supplemental, we do have significant support for the num- 
bers because we know — we are a lot closer to what those numbers 
are when the supplemental is submitted as opposed to trying to es- 
timate well in advance. 
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As you know, like today, we are doing the 2008 budget. I mean, 
if we were trying to plan that far ahead for Afghanistan and Iraq, 
it would be very difficult to do that. So my own judgment is we 
have more accurate numbers the way we are doing it now, but the 
decision in terms of what categories and this process is really 
worked out at a much higher level, and so 

Chairman Gregg. Well, why are you putting in these 
supplementals things which are not related to Iraq that are core 
questions of how the Army is structured, for example? 

Mr. England. Well, in some cases, like for the modular Army, 
an agreement was reached that we would have it in a supple- 
mental until 2007, so this time, in 2006, you will see dollars in 
there for the modular Army in the supplemental, but in 2007, they 
are in the base budget. So we are transitioning to the base budget 
where we do have definitive numbers, and we went through a tran- 
sition in that particular case. 

Admiral GiAMBASTiANi. If I could. Senator Gregg, just to followup 
on this modularity question, one of the reasons why it was put into 
the supplemental was to accelerate the modularity. I just returned 
from Iraq a couple of weeks ago and I was in Tal Afer up north 
in Iraq, where the Third Armored Cavalry Regiment was being re- 
lieved by the First Armored Division First Brigade Combat Team. 
That First Brigade Combat Team is the last Army brigade that will 
go over that hasn’t had any of the modularity put into it, and the 
reason why the Army has been able to accelerate it is because on 
very short notice, this modularity money was put in over the last 
2 years into the supplemental. So I would tell you that we are 
doing this on the fly and the Congress has really helped us out 
there. 

Chairman Gregg. I appreciate that, but it just seems to me that 
it is being done in a way that essentially prejudices the rest of the 
budget, because it means the defense budget, what you send up 
here for a defense budget has no relevance to the real budget be- 
cause you are 15, 20 percent off of what you are actually spending 
every year, which goes to a larger philosophical issue, which is this. 

The defense budget is very large and you are fighting a war on 
terrorism with it. Now, a large percentage of the defense budget 
doesn’t appear to be directed at the war on terrorism. It is directed 
at what you have referred to, I believe, as the pure military threat, 
which is understandable, I guess, although if you take the ten na- 
tions after America that spend money on national defense and com- 
bine their national defense costs, I think it is less than what we 
spent. But let us assume that there is a rising pure military threat, 
and I presume you are referring to China but don’t want to use 
that term. So you have a core budget directed at trying to make 
sure that we are strategically strong enough to deal with a pure 
military threat. 

If we are fighting terrorism, the fight on terrorism doesn’t appear 
to me to be purely a military exercise. A large percentage of the 
terrorism effort has to be intelligence. A large percentage of the 
terrorism exercise has to be nation building, which is not nec- 
essarily a good role for the military, but it is what you have been 
drawn into in Iraq and Afghanistan. A large percentage of the fight 
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on terrorism has to be defending our domestic homeland and pro- 
tecting our borders. 

And yet when you look at this budget the way it is coming at us, 
the military is absorbing the vast amount of the structure of the 
fight on terrorism, and we are actually starving or treating as step- 
children things like the Coast Guard and the Border Patrol, who 
basically protect the borders. We are treating as step-children the 
effort at nation building, or we are doing it indirectly through the 
Defense Department, which isn’t the best vehicle to do it through. 
And the question of intelligence, I don’t think we can get into, but 
it has been a robust commitment to intelligence, but certainly there 
is still, compared to what the commitment is to the Defense De- 
partment, it is not anywhere near the significance of the rate of 
growth, and that is because you are on the front line in the hot 
war, so to say, in Iraq and in Afghanistan. 

And so I guess, and this probably isn’t something you can an- 
swer, but I guess my question is, are we allocating these resources 
for fighting terrorism correctly amongst the various responsibilities 
in light of the fact that this isn’t your typical war? This is a dif- 
ferent undertaking. This is an undertaking where you have to 
know who your enemy is before he attacks you because by the time 
he attacks you, it is too late. This is a war where you have to say 
to the nations that are in the Middle East, listen, democracy works 
and we are going to show you how it works because we are going 
to help you rebuild and be democracies. And this is a war that 
says, we have to know who is coming in and out of this country 
because that is where the threat is. 

Mr. England. If I could just make a comment, Mr. Chairman. 
First of all, the level of spending, I want to followup a little here 
for the Vice Chairman, because he talked about medical. We 
spent — in our base budget, we have $39 billion is our medical bill. 
That is $2 billion more than the entire defense spending for Ger- 
many — $2 billion more than the entire country of Germany. And by 
the way, here is an opportunity, and here is where we ask your 
support, because frankly, we haven’t been able to control some of 
these costs in the past. 

Here is an opportunity for the Congress to help us on this. I 
mean, here is a case where literally we can save $11.2 billion and 
we don’t jeopardize any single person active, nobody over 65. We 
find ourselves in the situation where in this medical arena, our 
premiums are so low and our benefits so significant that compa- 
nies, when people leave the military and go to work for a company, 
the company pays them cash, some companies, not to take their 
medical but to stay on our program, and municipalities and States. 
They will not even let their people take their medical coverage. 
They are required to take the medical coverage on DOD. So slowly, 
every retired person from the U.S. military is staying on our health 
care program and it is one reason it is going up significantly. 

So if we can just literally adjust our rates for inflation, we help 
ourselves and this committee significantly. So there are some 
things that we can help change, perhaps, the pattern in the future 
which are, frankly, very painless to do. So we encourage you to 
help us in that regard. 
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Chairman Gregg. We can certainly put language in. Obviously, 
we are not the authorizing committee, but we can say we are as- 
suming in this budget that your recommendation in this area will 
be pursued. I have no problem with that. 

Mr. England. Good, and I appreciate it, because we have not 
been successful in the past. I mean, these benefits have basically 
been handed to us to some extent by the Congress and we end up 
paying this very large bill, so here is an opportunity to help us in 
the other direction and I sincerely appreciate your comment, Mr. 
Chairman. 

The comment about the whole fight against terrorism, we have 
just completed the Quadrennial Defense Review that was directed 
by the Congress. We spent a whole year working extraordinarily 
hard at this in terms of the strategic direction of the Nation and 
the Department specifically as we see future threats to America. 
And we went back and adjusted the 2007 budget to the extent we 
could. So the 2007 budget has a number of changes as we transi- 
tion and transform the force for both the war on terror and the con- 
ventional threats in the future. 

My assessment is that we worked very hard to do the very best 
assessment we can as we go forward, and we have put more money 
in our special forces, a lot of moneys in the intelligence side of this 
business. We have done a lot of work to restructure for exactly the 
reasons you have stated. 

I also will tell you, I agree with you completely. The Department 
of Defense cannot win this war. This is beyond just the Department 
of Defense. I mean, this will take the entire Federal Government 
and all aspects of Federal power to win this long war. And in fact, 
in the Quadrennial Defense Review, our view is it not only takes 
all aspects of national power, but all aspects of international power, 
our friends and allies, because these are international threats to 
the peace and security and freedom and liberty. 

So we have in our budgets going forward, and in 2007, we made 
adjustments just for language skills, cultural skills, reshaping the 
kind of force we have. It is all now starting to show up in our Wdg- 
ets and some of that is in the 2007 budget that you will be looking 
at this year. 

Chairman Gregg. Admiral Giambastiani. 

Admiral Giambastiani. Chairman, I might mention a couple of 
other comments here. One of the things that Senator Conrad put 
up was a chart from the International Institute for Strategic Stud- 
ies, the lists of expenditures of other countries. What is fascinating 
is there is no section in the IISS that talks about extremists, ter- 
rorists, and all of these threats that are non-nation states. And so 
how do you calculate that and who is out there calculating it? 

As a matter of fact, I am making an intervention with them to 
see when they are going to start putting that into what they call 
traditionally today their military balance. I have been looking at 
that for the last 17 years. I did a fellowship back in 1990 and 1991 
where I spent a lot of time looking at that. But I would just tell 
you, there is no comparable section in there that talks about these 
extremist groups that are going after weapons of mass destruction, 
that are looking for biological weapons. If a small group has a nu- 
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clear weapon and it only costs them a small amount of money, that 
is very bad. 

So what we have done in this Quadrennial Defense Review that 
the Deputy has talked about is we have looked at asymmetric 
threats. We have looked at non-traditional warfare, irregular war- 
fare, the intelligence it takes to help the overall community so that 
the military and the Defense Department can do its share to re- 
spond to these threats. How can we, for example, increase the 
number of capabilities we have to render safe nuclear weapons if 
we find them? How do you deal with biological threats in our chem- 
ical-biological defense program, and there is a whole section, frank- 
ly, in here, page 52 and 53 in the QDR, that talks about things just 
like that and the weapons of mass destruction area in the render 
safe place, in the dealings with rogue states with nuclear weapons. 

So what I would tell you is that we have spent a significant 
amount of time trying to look at how we can not only deal with the 
conventional side of the military, which is what we were designed 
to do, clearly, in the past, but also how we can increase the amount 
of intelligence we have — we call it intelligence, surveillance, and re- 
connaissance, for example, in the use of unmanned vehicles — not 
just satellites, but increase our human capability, increase our for- 
eign language capability, and increase our ability to do what we 
call find and fix targets, not just finish them. The military is very 
good at No. 3. It has to be better at the find and the fix, and so 
does our entire intelligence community. 

So a lot of what this Quadrennial Defense Review has done is to 
give us a substantial vector change to try to go after these irreg- 
ular, asymmetric threats, recognizing again that not just the mili- 
tary in the United States can do it. This is a coalition event. This 
is an allied event. And it is an interagency non-governmental 
event. 

Chairman Gregg. Thank you. 

Senator Conrad. 

Senator Conrad. Thank you, Mr. Chairman, and I think you are 
asking very important questions. In some ways, this is a bit of a 
frustrating exercise perhaps for both of us because the three of you 
aren’t responsible for the things that cause us to have these ques- 
tions. 

I must say, I feel there has been some “hide the ball” going on 
here by the administration. I think the evidence is pretty clear for 
that. They tell us early on the war is going to cost $50 billion. Now 
it has cost $397 billion. Every year, they come up with these big 
supplementals. Last year, they asked for $120 billion of 
supplementals for the year that we are in now. So actually, they 
first asked for $50 billion. Now they come and ask for another $70 
billion, so that is $120 billion. Now we are being told it is only 
going to be a $50 billion supplemental for next year, and you will 
excuse us if we are pretty skeptical about that. 

It seems unlikely to this Senator, and perhaps to the Chairman, 
as well, that that $50 billion is really what you anticipate, because 
just doing the math, it would suggest that the cost of the conflict 
in Afghanistan and Iraq is going to somehow going to dramatically 
be reduced in 2007. 
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Secretary England, I am going to say to you, I have great respect 
for you. I was somebody who is behind the scenes and publicly 
strongly supported your elevation to this position. Admiral 
Giambastiani, I very much enjoyed our visit yesterday and have 
great respect for you and your service to our country. Ms. Jonas, 
I have always been impressed by you. 

But that isn’t the point. The point is, we have to be straight with 
our colleagues about what things are going to cost. That is our re- 
sponsibility. And it doesn’t look like people are being straight with 
us about what the costs are going to be for 2007, that there is this 
continuing kind of “hide the ball” about what things are going to 
cost. 

I would just say to you. Secretary England, do you really believe 
that the $50 billion that is in the budget is all that is going to be 
asked for in 2007, or is it more likely that the administration is 
going to come right back like they did this year and ask for another 
big chunk of change? 

Mr. England. Senator, my understanding is that the $50 billion 
is not to be a projection of our needs for next year. My under- 
standing, and again, this was a decision by 0MB and, I believe, the 
appropriators and leadership, but my understanding is that the 
$50 billion really followed the action by the Congress, that is, the 
Congress put in $50 billion the prior year as a transition funds and 
that this was a follow-on to the Congressional initiative to put the 
$50 billion in. So I don’t believe this was — I am quite confident this 
is not an estimate of future expenditures. It is to have a vehicle 
in the budget so that we can continue to execute the war while we 
then prepare detailed supplementals. 

I, frankly, would disagree that anyone is hiding the ball. In the 
supplemental, you will find a lot of detail in terms of very specific 
costs, and in my judgment, very traceable 

Senator Conrad. Well, wait, wait, wait. Come on, now. Let us be 
straight. You have just said that this isn’t a prediction of what next 
year’s spending is going to be. That is what a budget is. You know 
that full well. The purpose of a budget is to state what the cost is 
going to be, and this isn’t a statement of what the cost is going to 
be. It is hiding the ball. I don’t know how you can say it is not hid- 
ing the ball. Last year, they said $50 billion and then they come 
and ask for another $70 billion right away. 

Mr. England. But Senator 

Senator Conrad. And next year, they say it is going to be $50 
billion and you and I both know they are going to be coming and 
asking for a lot more money. 

Mr. England. But the dilemma, Mr. Conrad, is trying to esti- 
mate costs when you don’t have a basis to estimate. I mean, we do 
not know what the war will cost us next year. Hopefully, we will 
have less troops. Hopefully, we will have less equipment destroyed. 
There will be more Iraqi military stood up. So it is an unpredict- 
able environment. 

Again, I guess you could do this either way. The decision, like we 
said, is above my pay grade. You could do this either way, but it 
does seem to me that the Congress gets a much better base in 
which to act than if we just literally tried to, quote, guess numbers 
in the future, and it would be largely guessing numbers in the fu- 
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ture. So this way, we do ^ve you a defined budget and a defined 
supplemental. But again, it is above my pay grade how to do this. 

It would seem to me, however, that you get much better data 
through the supplementals than if we tried to estimate that far 
ahead, because again, we are preparing today the 2008 budget. It 
would be very hard to predict what those expenditures would be in 
that period of time when we are actually executing a 2008 budget. 
I mean, there is the tyranny of the budget. There is a long period 
of time in preparation before you get to execution. 

Senator Conrad. I just say to you, hope is not a plan. A budget 
is supposed to be a plan. A budget is supposed to be our best esti- 
mate of what things are going to cost, and I would respectfully say 
to you, I don’t believe this is a best estimate of what it is going 
to cost, and that to me is hiding the ball. I don’t think it serves 
anyone well. 

Mr. England. Well, again, the $50 billion, my understanding is 
not an estimate of the future. It was literally to follow the Congres- 
sional — 

Senator Conrad. I know, but we are just going over the same 
ground. Mr. Secretary, the purpose of a budget is to estimate what 
we are going to spend, and what we have before us, frankly, I don’t 
think is a serious estimate of what we are going to spend, and it 
has proved to be the case repeatedly. I mean, we started this when 
the war began and the Secretary said it was baloney that this 
thing would cost $300 billion. We are over $300 billion now. So, you 
know, it is important — our responsibility to our colleagues is to try 
to have a best estimate of what things are really going to cost. That 
is what a budget is about. 

Chairman Gregg. Would you yield? 

Senator Conrad. Yes, I would be happy to yield. 

Chairman Gregg. To try to put this in a number context, it does 
not appear that any part of the core, which is this year $434 billion 
and next year estimated to be $460 billion, is anticipated to be 
used for on-the-ground expenditures in Iraq or Afghanistan. And if 
you take the average of the last 4 years, it is about $90 billion 
supplementals to do the on-the-ground expenditure in Iraq and Af- 
ghanistan. 

So I guess my question, which is a follow-on to Senator Conrad’s 
question, is why aren’t you folks telling us, we aren’t going to 
spend any of the core on the on-the-ground expenditure in Afghani- 
stan or Iraq. We have an average expenditure of $90 billion over 
the last 4 years for on-the-ground expenditures. So, therefore, it is 
reasonable to presume that we are going to get a supplemental in 
that range. 

Mr. England. Well, again, above my pay grade, Mr. Chairman, 
but I can tell you, my view is if we came in and just said, we need 
$90 billion and we were literally looking ahead 2 years and sort of 
guessing the future, I don’t believe that would be supported by the 
Congress and I don’t believe that you can — the next thing, then, ev- 
eryone wouldn’t have a great deal of support for that number. I 
don’t believe you can do that. We do not have enough clairvoyance 
to look that far ahead and give you firm estimates for numbers. 

So the choice is, we give you very firm numbers in terms of the 
supplementals or we try to go way ahead and predict them, and 
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again, we could do it either way, but the decision was to do it this 
way, and again, we are the implementors of those decisions made 
by 0MB and the Appropriation Committee and the leadership of 
the Congress and the President. There are different ways to do it. 
That was the way that was decided and that is the way we have 
prepared the budget, sir. 

Senator Conrad. I would like to ask one other question, if I 
could 

Chairman Gregg. I apologize. 

Senator Conrad. Why don’t you go around, or go ahead and I 
will catch it on the second round. 

Senator Alexander. Please go ahead. Senator Conrad. 

Senator Conrad. I will go off that subject. I hope that it gets ex- 
pressed up the line, the frustration that we have, because 

Mr. England. We understand. 

Senator Conrad. You know, we do try to present our colleagues 
with a realistic estimate of what things are going to cost, and if 
people don’t share with us realistic estimates, we can’t do our job. 

Let me just raise a question that I raised with the Admiral yes- 
terday. I tried to give a heads-up that I would ask this question, 
because I think it is a serious concern. This is from the Washington 
Times of December 3. Funds may be lacking for ample Iraqi army, 
and it goes on to talk about the U.S. general in charge of shaping 
an Iraqi army raised the prospect yesterday the new Baghdad gov- 
ernment will not have sufficient money to fund the army envi- 
sioned by our administration. The President has said repeatedly 
that we will stand down as the Iraqi army stands up, and the ques- 
tion that is being raised is will the Iraqi nation state have suffi- 
cient funding to be standing up an army? Have you had a chance 
to look into that. Admiral, or Secretary England, either one? 
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Mr. England. I can say this, Senator, that we have been very 
sensitive that the Iraqi army can stand up an army that can do the 
job they need to do and also is affordable by the Iraqis, and the 
Iraqis do not need an army like the United States of America. I 
mean, they need an army to provide for security and stability in 
their country. So it is a different kind of army than we have, frank- 
ly, and we are training the army and, frankly, equipping the army 
now to be able to do those jobs rather than us do those jobs in Iraq. 
So I can tell you it is sensitive. I can’t tell you the detail. I can just 
tell you from a policy, philosophy point of view, we do want them 
to stand up an army that is obviously sustainable by them over a 
long period of time. 

Senator Conrad. But you must have estimates of whether or not 
they really have the financial capability to provide for the kind of 
army that is necessary to do the job that we envision for them. 

Mr. England. Mr. Conrad, I would have to get back to you. Per- 
haps Tina Jonas or the Admiral. I just don’t have those estimates. 
But we would be pleased — I would be pleased to get back with you 
on that subject and meet with you in your office. I just don’t have 
those numbers 

Senator Conrad. I just think this is a centrally important ques- 
tion to our strategy. When the Admiral and Ms. Jonas were in my 
office yesterday, I alerted them that I would ask this question, be- 
cause it seems to me for the purposes of our planning, we have to 
know, do the Iraqis really have the resources to have an army to 
stand up? That becomes a pretty central question. 

Mr. England. Tina, can you 

Ms. Jonas. Mr. Conrad, I don’t have the precise number in front 
of me, but the Iraqis are providing — paying for the salaries of the 
army that is being stood up. As you know, we are asking for addi- 
tional funds in the supplemental, about $5.9 billion between Iraq 
and Afghanistan, to continue to train and equip them. But I will 
say, and Admiral Giambastiani may want to talk to certain aspects 
of the capability, this is a concern of the Secretary, and as the Dep- 
uty Secretary just mentioned, we are very conscious of the fact that 
we should not be building something that they cannot sustain. 

Admiral Giambastiani. I think the only thing I could add. Sen- 
ator Conrad, to what the Deputy and the Comptroller have said to 
you is. No. 1, General Dempsey, as both a NATO commander and 
as a U.S. commander, has spent substantial time since he has 
taken over as the multinational training head to work with the 
ministry responsible, MOD, and now with the MOI, the Ministry 
of Interior, to look at the needs long-term for the government. Be- 
cause the government is in transition, clearly, and because they are 
still building ministries, there is still much work to be done. 

But the point is that we are looking for a sustainable Iraqi solu- 
tion and we are looking for a sustainable Afghan solution in both 
cases. And if that takes help from coalition and allied members, 
which it has — for example, large numbers of tanks have come in 
from Hungary, large numbers of small arms and weapons and am- 
munition have come in from a number of NATO allies, and these 
are all important parts of equipping. I did that for part of my time 
in my last job as a NATO Supreme Allied Commander. 
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And what I would say to you is that working with these min- 
istries, the attempt of these estimates, if you will, is for them to 
sustain it and not build something they can’t sustain, as the Dep- 
uty has said. 

Chairman Gregg. Senator Alexander, thank you for your gen- 
erosity in time. 

Senator Alexander. Thank you, Mr. Chairman. 

Mr. Secretary, Admiral, Ms. Jonas, thank you for being here. I 
want to shift the subject a little bit. 

A few weeks ago, in Nashville, I sat down for a couple of hours 
with our Adjutant General, Gus Hargett, and the Commander of 
the Tennessee forces that have been in the National Guard in Af- 
ghanistan — the 278th unit, which has had 3,000 Tennesseeans in 
Iraq, and the 844th engineering unit. It was a very interesting 
visit. Ten thousand of our 13,000 National Guardsmen and women 
have been in Iraq or Afghanistan. Much of the equipment used by 
the Guard units, specifically the 278th and the 844th engineering 
unit, was left in Iraq following their return. It is now being used 
by the units that replaced them. That makes sense. Other Guard 
units across the country are in the same situation. Undoubtedly, 
many of the Governors who were here this week talked with you 
about that. 

So my question is about the funding and the pace of replacing 
the equipment of the National Guard units, and I would specifically 
like to know how much money is allocated in this budget to replace 
this equipment, and what is the time line for spending it, and what 
does that level of funding and pace of spending say about the use 
of the Guard in Iraq and Afghanistan in the future years? 

Ms. Jonas. Senator, thank you for the question. I would just like 
to point out that over the program plan that we have in this budg- 
et, which is from year 2007 to 2011, we have added $21 billion for 
Guard equipment. On average, we are spending — we are going to 
be doubling — over that program period, we will have doubled what 
we spent during the 1990’s. We were spending, on average, $12 bil- 
lion during the 1990’s for Guard equipment, so we will have dou- 
bled that, and that is in the baseline budget. 

In addition, we are requesting, I believe it is $1.7 billion in the 
supplemental for Guard equipment. So I think there is a recogni- 
tion that that is very important and we put some emphasis on it, 
sir. 

Senator Alexander. Would it be possible for you to tell me how 
much of that is in this year’s budget? 

Ms. Jonas. Yes. I am sorry. The amount that we are spending 
for the Army and Air Guard in the 2007 budget is $23.1 billion. 

Senator Alexander. And are your plans definite enough for 
spending to be able to say how much of that would be allocated to 
the 278th and the 844th engineering unit for this next year? 

Ms. Jonas. OK. We would have to get back to you for 

Senator Alexander. No, that would be fine, but, I mean, could 
you — that would be a big help to them. 

Ms. Jonas. Sure. 

Senator Alexander. Following that, your request reduces the 
planned number of National Guard combat brigades from 34 to 28. 
How much does this save over the period of, say, the 4-year period 
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you just described or any period you might choose, and is most of 
that personnel or is most of that equipment or how do you divide 
that? 

Ms. Jonas. Admiral Giambastiani might want to talk to the re- 
structuring of the Guard. 

Admiral Giambastiani. Let me just discuss the restructuring for 
a second. What is important to remember is that we are looking 
at fully equipping all of these National Guard brigade combat 
teams. That has never happened in the history of the National 
Guard, that we have 

Senator Alexander. The 28 that we will end up with? 

Admiral Giambastiani. Twenty-eight, 34, 32, whatever number 
you pick and whatever we have had in the past, we have never 
fully equipped, to my knowledge, any of these brigade combat 
teams, and the intent here within the baseline budget is to fully 
equip 28 brigade combat teams, retain the total number that we 
have today of brigades. These are not just brigade combat teams, 
but support brigades, which is 34, whatever number you take. The 
total is 106 between the combat teams and the support brigades, 
and retain 106, transition a number of these into engineering and 
other support units which we feel will be better postured and struc- 
tured to support homeland defense, contingency operations, na- 
tional disasters, and the rest. But we will have a much more capa- 
ble brigade combat team force where we don’t have to take people 
from one unit to another to send them forward and the rest. 

Now, your question is — one of the questions you asked, I don’t 
have an exact number, but do you save money over the people or 
over the equipment if you take down the number of brigade combat 
teams, and the answer is it is mainly in the equipment because 
most of these brigades would be heavy brigade combat teams which 
require lots of armored personnel carriers, tanks, and other things 
which are very expensive, comparatively speaking, than trucks are, 
engineering equipment, and other things like that. So the cost dif- 
ferentials are really in the equipping of the heavy brigade combat 
teams. Senator. 

Senator Alexander. Thank you. That is very helpful. I assume 
that in all of this, you are working with the States and the Gov- 
ernors to try to make sure that the equipment you replace fits into 
what they perceive their needs are for homeland security and dis- 
aster relief, things they may be called upon to do? 

Admiral Giambastiani. Yes, sir. The Department and the Army 
has made a commitment to equip all of these brigades properly. 
That is very, very substantial. You know, a number of the Guard 
leaders have been skeptical of this in the past, and frankly, you 
have a very solid commitment and the amount of money that is in 
there, the $21-plus billion that are in our program, is unprece- 
dented and is really quite — to the Guard leaders, their eyes 

Senator Alexander. So you are telling me we are going to have 
28 combat brigade units that will be better equipped than they 
ever have been before? 

Admiral Giambastiani. Yes, sir, both manned, equipped, and 
trained, all three of those. 

Senator Alexander. And that would suggest to me that they, 
while none of us can predict the future, that they would be pre- 
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pared to serve in the same kind of role again that they were called 
upon to serve in Iraq and Afghanistan 

Admiral GiAMBASTiANi. Yes, sir. 

Senator Alexander [continuing]. If that need ever arose? 

Admiral GiAMBASTiANi. What I would tell you is, that our reserve 
force within the military has always been what we call a strategic 
reserve. So if we need brigade combat teams, for example, in the 
combat support, we have always built in some time to get them 
properly trained and sent over and the rest. Well, we have had to 
use them as an operational reserve here during Operation Iraqi 
Freedom, Operation Enduring Freedom. In fact, we have had up- 
wards of 39 percent of our deployed forces have been Reserve com- 
ponent, both National Guard and Reserve. Today, it is actually 
running at a little less than 20 percent. 

But the point is that we need to have them structured as not 
only a strategic reserve, but as an operational reserve in the fu- 
ture, and in order to do that, the Department has to step up and 
properly man, train, and equip them, and that is the purpose of the 
program. 

Senator Alexander. That is very helpful. Thank you. And if you 
could get back to me at your convenience with any details you have 
about those units I asked about. 

Thank you, Mr. Chairman. 

Chairman Gregg. Senator Allard. 

Senator Allard. Thank you, Mr. Chairman. I would like to pur- 
sue just a little different line of questioning here. 

About 12 years ago, the Congress passed legislation that dealt 
with the issue of government procedures and results. It is called 
the Government Procedures and Results Act. That program under 
the administration is referred to as PART, and I have pulled down 
off the Internet — the White House has an Internet where these 
programs are listed and there are a number of departments, frank- 
ly, that have not done a very good job. But the Department of De- 
fense, you have four program areas in which your ratings were, re- 
sults were not demonstrated. 


RESPONSE TO SENATOR ALLARD’S QUESTION 

The Department of Defense Training and Education Programs-Other Training 
and Education consists of three disparate programs: Off-Duty Voluntary Education; 
Junior Reserve Officer’s Training Corps; and Civilian Education and Training. 

During last year’s PART development cycle it was determined late in the process 
that these programs would be included and, frankly, these programs were improp- 
erly combined and the metrics selected failed to properly measure the effectiveness 
of these programs. This was recognized by 0MB, but a grade of “not demonstrated” 
was assigned to the programs in order to permit the Department to properly re- 
evaluate them. In coordination with 0MB, we have divided these programs into 
three separate areas and are actively working with 0MB to successfully evaluate 
them during this year’s PART cycle. 

Funding reductions based on the results of the FY 2005 PART asessment would 
be premature, particularly at a time when costs for pursuing higher education op- 
portunities are escalating around the country. Study after study has proven that the 
Voluntary Education program is a key recruitment and retention tool that impacts 
positively on militaru job performance, mission accomplishment, and disciplinary 
issues. DoD has reacted to this dynamic by changing policy to require fewer out- 
of-pocket expenditures on the part of our Service members. Reduction of funding for 
this program would have a negative impact on troop morale at a time that would 
be inopportune for continued readiness. 
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Now, if the program is listed on here, it is either rated as ineffec- 
tive or results not demonstrated, and when they list it as results 
not demonstrated, what it means — a rating of results not dem- 
onstrated indicates that a program has not been able to develop ac- 
ceptable performance goals or collect data to determine whether it 
is performing. 

You only have four, which is good, but my question to you is can 
you elaborate on how you are using this and if you can address 
these four programs specifically, I think it would be helpful to me 
and the committee so that we know how these are performing. 
Those four programs, one is the defense communications infrastruc- 
ture. The other one is defense small business innovative research, 
technology transfer. The other one is Department of Defense train- 
ing and education programs, other training and education. And the 
fourth is the Marine Corps expeditionary warfare. 

The Marine Corps is taking steps to define specific long-term performance meas- 
ures for Marine Corps Expeditionary Operations. Below is the history of that effort: 

a. PART is a component of the President’s Management Agenda to evaluate 
the entire Federal Government every 5 years. In 2005 it included the USMC. 

b. PART consists of responses to a series of stock strategic planning, pro- 
gram management, and program accountability questions and associated cost, 
schedule, and performance data. Two questions pertain to a limited number of long- 
term performance measures. 

c. The USMC submitted responses to all questions and data requested and 
also provided the USMC Expeditionary Manuever Warfare Capability List (ECL) 
containing a substantial number of goals and measures. 0MB deemed this list to 
be too comprehensive and requested instead the USMC provide a subset of priority 
long-term performance measures. 

d. There was no approved short list of long-term performance measures 
used to describe the USMC at that time. This resulted in the USMC PART getting 
a “Results Not Demonstrated” rating by 0MB. 

e. The USMC has requested a PART Abbreviated Reassessment for 2006 
to address this. The Marine Corps Combat Development Command (MCCDC) has 
been tasked to develop a short list (approx 4) specific long-term performance meas- 
ures for evaluating Marine Corps Expeditionary Warfare. Draft measures are due 
to 0MB 14 April and final measures 23 June 2006. 

The ECL contains 230 pages of desired capabilities (or goals) for near-term 2005- 
2011, mid-term 2012-2018, and far-term 2019-1- time frames in the key warfighting 
functions of Joint and Multinational Enabling, Strategic Agility, Operational Reach, 
Tactical Flexibility, and Support and Sustainment. These include a substantial 
number of long-term measures that could be tracked. The Deputy Commandant, 
Programs and Resources (DC, P&R) tasked the DC, MCCDC to develop a short-list 
of measures that focus on outcomes and meaningfully reflect the purpose of the 
USMC that can be tracked. The USMC requested 2006 PART Abbreviated Reassess- 
ment will address this. 

I wondered if any of you, by chance, would be prepared to elabo- 
rate on these four programs in the Department of Defense that are 
not meeting the standards as far as that Act is concerned. 

Mr. England. Senator, if I can just try here, I can’t speak spe- 
cifically about each of the four programs, but the last — what I do 
is I try to review a whole set of metrics across the Department, 
both for the Government Procedures and Results Act, then we have 
the President’s scoreboard we have and we have our own measures 
and metrics. We have a large complex department. A lot of it has 
not performed well in the past. 
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Additional Information submitted by Mr. England 

OMB’s Program Assessment Rating Tool (PART) review completed in February 
2006 rated the DoD Small Business Innovation Research and Small Business Tech- 
nology Transfer (SBIR/STTR) program as “results not demonstrated”. This is one of 
four DoD programs to receive such a rating. 

The Department is taking several actions to address the issues raised by OMB’s 
PART review. First, we are tracking company commercialization records and uti- 
lizing a commercialization assessment in our proposal selction process. Our tracking 
will reduce the likelihood of funding companies that repeatedly fail to commercialize 
their technologies. Second, we are taking steps to help successful awardees transi- 
tion more SBIR/STTR derived technologies. Section 9 of the Small Business Act pre- 
scribes fixed percentages of the extramural budget for research development, test 
and evaluation be expended for the SBIR/STTR programs. Therefore, the Depart- 
ment cannot reduce funding for SBIR/STTR. Lastly, the Department is also partici- 
pating in OMB’s on-going PART assessment of the Federal government-wide SBIR/ 
STTR. 

The SBIR/STTR programs have long been a source of high-value technology for 
the warfighter. For example. Small Arms Protective Inserts (SAPI) plates and hand- 
held speech translation devices, both widely in use in critical operations in Iraq, Af- 
ghanistan, and around the world, were initially developed through SBIR. The De- 
partment is committed to ensuring the SBIR/STTR programs improve and remain 
valuable sources of technology for the warfighter. 

Senator Allard. Well, I understand all that 

Mr. England. But my comment is, in almost every case, our 
trend lines were up. That is, we were doing better in almost all cat- 
egories, and so I was encouraged, because we do track these and 

manage all the programs now 

Senator Allard. I think it has improved gradually, I just have 
these four programs and I think it is important. The President has 
suggested in those programs where they don’t meet these stand- 
ards, he is reducing their funding by 3.6 percent, and the rest of 
the programs that have done well, he has increased them by 1 per- 
cent. You may not be able to give me the specifics on these four 
programs, but I think the committee and I would appreciate, if you 
haven’t, review them a little bit and give us a little more detail on 
these. 


Response to Senator Allard’s request for information 

The Administration has used the Program Assessment Rating Tool (PART) to as- 
sess 70 percent, or $309 billion, of DoD FY 2007 resources requested in the budget, 
and 5 percent, or $16 billion, are in programs rated Results Not Demonstrated 
(RND). A RND rating does not necessarily mean that a program is not performing; 
it means there is not sufficient performance information available to assess whether 
the program has achieved its goals. 

Only 4 of the 32 DoD PART programs are rated RND. Those four programs are: 

(1) Communications Infrastructure 

(2) Marine Corps Expeditionary Warfare 

(3) DoD Training and Education Programs; Other Training and Education 

(4) Small Business Innovation Research/Technology Transfer 

The first three programs were rated RND because they did not have program- 
wide metrics that adequately measure program performance. To address this issue 
the Department is developing performance measures for these programs that will 
meet the PART standard. For example, the PART on the Other Training and Edu- 
cation program assessed three dissimilar programs; therefore, standard metrics do 
not demonstrate and assess the programs accurately. The Department is seeking to 
divide this program into three separate PARTs to allow a more focused assessment. 
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The fourth program, Small Business Innovation Research, needs to improve its al- 
location processes. Toward this end DoD is tightening eligibility requirements for 
programs to participate in the Small Business Innovation Research program. 


Mr. England. No, we will. We will get back to you specifically. 
I will comment, it is an excellent question on the four areas. In the 
Quadrennial Defense Review, Senator, we made a specific effort in 
the Quadrennial Defense Review to address the way that the De- 
partment is managed and the processes in the Department to make 
sure that we run everything effectively, and so we are, as a con- 
sequence of the QDR, we are putting out road maps in terms of 
how we improve the fundamental processes in the Department so 
that in all these areas of measuring and metrics, we will be able 
to show continuous improvement. 

So it is an excellent question and it is a very sensitive area to 
us to make sure that we continuously improve the way we are run- 
ning the Department. And as the year progresses, I mean, I would 
be pleased to get with you or have you come meet with us and just 
discuss what we are doing in the Department to improve our busi- 
ness process, because frankly, there is a lot of room for improve- 
ment and we understand that. 


ADDITIONAL INFORMATION SUBMITTED FROM MR. ENGLAND 


The Department has made significant progress towards improving our business 
practices. I would like to highlight a few actions being taken within the DoD to 
transform our business operations: 

1. First we have estasblished strong governance and senior executive involve- 
ment through the establishment of the Defense Business Systems Management 
Committee (DBSMC). 

a. I chair the committee, with the USD(AT&L) as vice-chair; 

b. Members include USD(C), USD(P&R), ASD(NII), the Servic Secretaries, 
and Directors of the major Defense Agencies. 

2. In September 2005, we established DoD business process standards and sys- 
tems that are focused on improving our end-to-end integration and financial trans- 
parency. These formed the basis for the establishment and implementation of the 
Business Enterprise Architecture (BEA) and our Enterprise Transition Plan (ETP). 

3. I have established four Investment Review Boards (IRB) that collectively re- 
view every defense business system as an investment annually and review all sys- 
tem development or modernization programs greater than $1M prior to the obliga- 
tion of funds. 

4. I have directed the establishment of a new defense agency, the Defense Busi- 
ness Transformation Agency (BTAO, that is charged with consolidating all OSD en- 
terprise level effort on business transformation under a single agency. The BTA will 
become our Center of Excellence for transformational best practives and continuous 
process improvement. 

5. On March 15, 2006, we submitted to Congress our first update to the ETP 
and BEA. We have met the majority of our planned performance milestones, both 
at the DoD Enterprise level and within the Services. 


Senator Allard. During this last break, I had an opportunity to 
go and visit a number of our defense companies. They specialize in 
satellites, getting the satellites up in the air as well as missile de- 
fense. As you know, a good deal of the satellites that we put out 
in space has to do with communications. 

Mr. England. Yes. 

Senator Allard. It is vital, and I think it is vital for your efforts 
to build this jointness between the various branches of government, 
or of the armed services. The message that I left with the compa- 
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nies is that one area that they have been notorious about is not 
sticking with their budgets and not being able to stick with the 
time lines when they bring these proposals into the Department of 
Defense. I explained to them, you know, when you don’t meet 
those — if you don’t make an attempt to stick with time lines, you 
only attempt to keep your agreements, we lose support of the Con- 
gress for these, and I am a strong supporter of the armed services 
programs. So that is kind of what I told them. I notice on here the 
defense communications infrastructure is on one of those lists, and 
so I hope that I can get a little more detail back on that. 

While I am on the satellites and our space programs, I have also 
noticed that — and I think space, by the way, is very, very impor- 
tant. If we don’t have our space assets operating, all branches of 
government are impacted. Now, it happens to be under the jurisdic- 
tion of the Air Force. The Air Force had combined their space pro- 
grams with their strategic command and I have heard rumors that 
the current general of U.S. Space Command, who is retiring, his re- 
placement may not be a four-star general. It may be something 
less, and I have written a letter to Secretary Rumsfeld on this. 

I think these programs are so vital that we need to make sure 
we have the best leadership and people that have the experience, 
because these are complicated, difficult, and I am hoping that 
maybe you can respond to the rumors and what we picked up that 
there may be an attempt to downgrade this position and there may 
not be as much emphasis on space communications as we would 
hope there would be. 

Admiral GiAMBASTiANi. Senator Allard, with regard to the com- 
mander of the Space Command in the Air Force, I think you have 
just been given bad information, to be frank with you. 

Senator Allard. All right. Very good. And my understanding, do 
they have — someone called the office and said that they thought 
they had somebody lined up that would be a four-star or working 
on somebody 

Admiral Glambastiani. Sir 

Senator Allard. You can’t comment on that? 

Admiral GiAMBASTiANi. I will just tell you that the process is 
working and I think you have been given bad information. 

Senator Allard. OK, very good. I am glad to hear that, all right. 

The other issue I wanted to bring up, there is some discussion 
among members of the Senate about a 2-year budget. What is your 
attitude about a 2-year budget in light of the fact that we are hav- 
ing a hard time making projections to this committee on military 
spending and we keep finding we are having to go into supple- 
mental spending? I am one that supports the idea of a 2-year budg- 
et, but hearing the comments that are going on here from the 
Chairman and the Ranking Member on this committee, the 
thought struck me is how would the Defense Department deal with 
a 2-year budget and if it is an idea that appeals to you or not. I 
would like to hear a comment on that? 

Mr. England. Tina, why don’t you try first. 

Ms. Jonas. Sir, an interesting point that you raise, and one thing 
we have done within the Department at the Secretary’s urging is 
to try to reduce the churn and amount of staff time we spend on 
developing budgets, and so we have gone to what we call an on- 
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year and an off-year process for current year and out-year budg- 
eting, and that has had some — we were in an off-year this year 
within the Department and we will do an on-year next year. 

You know, we would adjust. If the Congress decided it was the 
best thing to do, I am sure the Department would adjust. I do 
agree that we spent an awful lot of staff hours in the Department 
deciding resource decisions, so anything we can do to simplify and 
streamline the process is a good thing to do. 

We will have every year, probably, some requirement to adjust 
the budget during the year of execution, and we do that in a couple 
of different ways. One way we do it is through a mid-year review, 
which you are familiar with. 0MB does that, as well. And we send 
up reprogrammings if we need to make adjustments for fact of life. 
So that is one way that we deal with the year of execution. 

A second way is if we have to ask for a supplemental, and we 
have had plenty of discussion on supplementals here this morning, 
so I don’t need to belabor that. But we would have fuel, for exam- 
ple. In this supplemental that you will see, it is not strictly war- 
related. There is some adjustment because of the price of fuel. That 
is just a fact of life adjustment we would always have to make. 

So it is an interesting idea, sir. I would obviously defer to the 
Congress as to what they think is the best for them. 

Senator Allard. OK. Mr. Chairman, my time has expired. I had 
one more question. I am wondering if I may pursue that. It has to 
do with National Guard. 

Chairman Gregg. Yes. 

Senator Allard. NATO has taken this policy where each country 
in NATO is going to specialize in a certain type of endeavor as a 
part of it. They look at the whole NATO aspect and then each unit. 
And so in National Guard and our National Reserves, I am under 
the impression that we are working at trying to get various units 
or brigades to specialize in certain areas and then take those units 
and then fully manpower them in those areas and also give them 
equipment they need, and by doing this, what we do is we avoid 
duplication and unnecessary costs as far as the National Guard 
program. Is this approach being followed in the National Guard 
and Reserves, and are we seeing cost savings as a result of that? 

Admiral GiAMBASTiANi. Senator, first, if I could just address the 
NATO side to make sure that we all have what I consider to be 
the correct information, as a former NATO commander, along with 
Jim Jones, we have a certain number of countries within NATO 
that we have what we call full-service militaries. Some of the 
smaller countries are working on very — it is not a particularly 
great term, but niche capabilities, special operations, others where 
they are particularly good at them. 

Senator Allard. Yes, that is what I am referring to. 

Admiral GlAMBASTlANl. Exactly, and there are a number of coun- 
tries that, in fact, are specializing in those so that they can be very 
good in certain things. You take the Czechs, for example, they have 
chemical and biological outfits. The Norwegians have fighters, but 
they have special forces. They have mountain training. And we 
spent a lot of time with the centers of excellence throughout NATO. 
So the answer is yes, but there are certain militaries that are full- 
service militaries within NATO. 
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With regard to the National Guard, what I would tell you is I 
pulled out two sheets here just to let you know. Besides infantry, 
if you will, armor, these heavy brigade combat teams, light bri- 
gades, and the rest, besides the 28 brigade combat teams we are 
telking about, you have combat aviation brigades where we are 
going, theater aviation brigades, fires, battlefield surveillance bri- 
gades, combat support brigades, they are called maneuver enhance- 
ment, sustainment brigades, air defense artillery, engineer, mili- 
tary police, chemical, military intelligence, signal, explosive ordi- 
nance disposal, quartermaster, medical, and the rest. Obviously, 
there is a sizable number of these. 

Just to give you the breakout for use, as I said, 28 brigade com- 
bat teams in the Army National Guard. There are none in the 
Army Reserve. Inside the multi-functional support of that list I 
gave you, the Army National Guard will have 44 and the Army Re- 
serve will have 11, for a total of 55 there. And then for what we 
call functional support brigades, they are directly functional single- 
source specialties, there will be 34 in the National Guard and 47 
in the Army Reserve. 

Senator Allard. So there is some effort 

Admiral GiAMBASTiANi. Yes. 

Senator Allard [continuing]. Moving forward so we avoid this 
costly duplication that happens among the Guards. 

Admiral GlAMBASTlANl. Yes, sir, and I think you will find that 
the Army’s plan here is a sensible one as they have tried to work 
with all of the Adjutants General, as they have explained to the 
Governors, and as they have tried to bring forward that has some 
relevance to not only supporting our forces forward when we need 
to bring them up and support with combat service and service sup- 
port, but frankly, also provide us homeland defense capability, pro- 
vide us national disaster and contingency response. 

Senator Allard. So you are working with Northern Command in 
that regard, I suppose? 

Admiral GlAMBASTlANl. Yes, sir. 

Senator Allard. OK. Was that addressed in the Quadrennial Re- 
view? 

Admiral GlAMBASTlANl. Yes, sir. You will find a number of sec- 
tions where we talk about these types of capabilities and our in- 
crease in support of homeland defense, for example, and how we 
are restructuring overseas. 

Senator Allard. Thank you, Mr. Chairman. 

Admiral GlAMBASTlANl. Yes, sir. 

Chairman Gregg. Senator Nelson. 

Senator Nelson. Thank you, Mr. Chairman. Mr. Chairman, I 
have three subjects that I want to touch on and I will try to make 
it brief, depending on the comments of the two gentlemen, and I 
don’t mean to leave out the lady but I want to specifically address 
my comments to the Secretary and to the Admiral. 

First of all, I want to thank you. Admiral. You, after many con- 
versations with me and others, weighed in at an appropriate time 
with a letter from Secretary Rumsfeld, to use his words, that oil 
and gas rigs in the Eastern Gulf of Mexico, east of the military 
mission line, would be, his word, “incompatible” with the testing 
and training mission of the Department of Defense. That was a 
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timely letter because as Senator Martinez and I have approached 
this, trying to look out for the interests of the Defense Department, 
given the fact that the Chairman of the Energy Committee is com- 
ing forth with a plan to drill in four million new acres in the East- 
ern Gulf, I want to thank you. Oh, well there is the Chairman of 
the Energy Committee right here. I didn’t see him. 

Your letter was most timely and I appreciate that as it is under 
consideration in Senator Dominici’s committee right now. So thank 
you for alerting us to that, and Senator Martinez and I have drawn 
the lines in a plan that we have offered and hopefully we will have 
some ability to discuss it and try to work it out with Senator 
Domenici. But thank you for your clear statement of it being one 
of the largest testing and training areas and how important it is 
to the defense preparedness of our nation. 

I want to mention two other items. We have, Mr. Secretary, an 
inconsistency in our policy with regard to widows and orphans. 
Widows and orphans are a cost of war, and that has been an estab- 
lished policy ever since Abraham Lincoln so declared it. Congress 
changed the law to automatically enroll the survivors of those lost 
while on active duty. But because of an offset against disabled and 
indemnity compensation, many of those enrollees end up receiving 
nothing from the survivors’ benefit plan. 

There are those of us who have tried to eliminate that offset, and 
in fact, in an amendment that I offered last fall, the Senate voted 
92 to six to eliminate that offset, and then when it got into con- 
ference, it was stripped out. That cost is estimated to be $9 billion 
over 10 years, and it is a cost of war to help those widows and or- 
phans and I wish you all would take another look at that, because 
the administration has opposed the elimination of that offset. I 
don’t think that that is right and I don’t think it is fair. 

Now let me ask you, Mr. Secretary, on the third question. As you 
know, we have been going round and round on the 12 carrier min- 
imum in the midst of a war. I just simply, the QDR has come 
down. It is in law now that we have to have 12 carriers. The QDR 
is saying that you want 11 carriers. Could you try to give some ra- 
tionale why, in the middle of a war, especially with the evidence 
of China’s naval buildup, for a budgetary decision is it not penny- 
wise and pound foolish to eliminate one of the carriers when, in 
fact, if you ever had to reverse that it takes $10 billion and over 
7 years to build a new one? Would you share with us your 
thoughts? 

Mr. England. Senator, I will. 

The QDR examined that earlier decision by the Department of 
the Navy and also concurred that the 12th carrier was not needed. 
First, that 12th carrier is not in very good condition. In fact, today 
it has no airplanes because of years and years of being a reserve 
carrier and not having the planned maintenance, et cetera. So it 
would take years and years to bring it up to par. 

But the main reason is that if you look at our carrier fleet, our 
new carriers will sustain 1,000 sorties a day. It used to be down 
in less than a 100 if you go back in time. So today I believe we 
do like 330. We are going to go to about 630 sorties and eventually 
1,000 sorties a day off of a carrier. In addition, our airplanes, much 
longer range, much more capable. And with precision weapons. 
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along with our airplanes, our sustainment power of particularly our 
nuclear carriers is much more than our conventional carriers. If 
you put all this together, we just have a vast amount of tactical air 
power. 

In fact, in the QDR we looked at the whole tactical air situation 
because of the Navy, Marine Corps and Air Force, because there 
is this just a terrific capability now that we have. If anything, we 
are vastly overmatched. 

When you look at all of that, we just do not need the carrier. It 
is something that may be nice to have but we do not need it. If you 
go back to the Vietnam war we had, I believe, like 30 different sor- 
ties, 30 different attacks against the Tran Quan Bridge. And it took 
30-some airplanes each time. And we did not take that bridge out 
after 1,000 attacks against the bridge until we had our first preci- 
sion weapons that took the bridge out. Now all of our airplanes 
have precision weapons. We take that out in one strike. 

As a matter of fact one B-52 with precision weapons can take 
out 90 different targets. 

So it is a question of the capability has improved to the point 
that we just do not need that number of carriers anymore. And 
that was the conclusion of the military and the civilians and the 
Department of Defense as part of the Quadrennial Defense Review. 

Senator Nelson. As you know, it is no surprise to you that there 
is a difference of opinion with regard to that. But let us assume 
that at the end of the day that your position prevails and that 
there are less than 12. Maybe there is 11, maybe there is 10. In 
a few years it could well be 10 because the one that is being built 
now is being considerably delayed. So it could be that we are down 
to 10. 

But assuming that is the case. When you were Secretary of the 
Navy and in front of the Armed Services Committee on another 
policy decision, in light of Pearl Harbor, the eggs in one basket the- 
ory. Instead of all the carriers being in one port, Norfolk, you as 
well as the CNO had expressed that you ought to disperse those 
assets on the Atlantic coast of the United States. 

Would you care to offer any update on that statement that you 
had made last year? 

Mr. England. No, my judgment is still the situation. Senator. 
That is that the Kennedy should be retired and a nuclear carrier 
should be in Florida to replace the Kennedy to get some dispersion. 
That would give us two carrier ports on the East Coast and the 
West Coast. And I believe that is still the plan of the Department 
of the Navy to do that, to have a replacement carrier in Florida, 
a nuclear carrier, which would be advantageous just in terms of 
dispersion. 

The concern there was always weapons of mass destruction. 
Even though carriers are at sea, the maintenance facilities, et 
cetera, are all still there and the crews, et cetera. So having some 
dispersion would be of value to the Department of the Navy. So I 
would say that is still a legitimate conclusion. Senator. 

Senator Nelson. Admiral, do you concur? 

Admiral GiAMBASTiANi. Sir, I have not dealt with the port loca- 
tion issue personally. I have discussed this in some detail with the 
Secretary or with the CNO, and I would just tell you that having 
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dispersion of all of those assets, I can remember one Christmas, it 
is the only time I have ever seen it where we had five nuclear car- 
riers all sitting next to one another. And that is not something we 
would like to routinely do. 

Senator Nelson. Thank you. Thank you, gentlemen. Thank you 
for your public service. 

Mr. England. Thank you. Senator. Good to see you again, sir. 

Senator Nelson. Thank you. Thank you, Mr. Chairman. 

Chairman Gregg. Senator Domenici. 

Senator Domenici. Mr. Secretary, I came principally just to 
thank you for all of your hard work. It seems to me you are on dou- 
ble duty these days. And you still look pretty good. 

Mr. England. Thank you. 

Senator Domenici. You are holding up fairly well. 

Mr. England. For a man my age. 

Senator Domenici. You do not want to compare ages. That would 
probably put me in a position of outdoing you. 

I guess I am getting a little concerned, more concerned each 
year, about our failure to include the full supplemental, the full ex- 
pectation of the Iraq war in the budget. I understand this year 
again you are going to use the $50 billion fiction because the ra- 
tional apparently is that is what we have been doing. 

How long do you think we are going to keep on doing this? 

Mr. England. Senator, the $50 billion, again my understanding 
is it is not an estimate. It is only a — it basically does what the Con- 
gress did the previous year, which is put the $50 billion in terms 
of along with the budget. 

Senator Domenici. I say it is a fiction. We just pick it out. It is 
not realistic. It is not showing us what the Defense Department is 
actually costing. We are sort of assuming that the war is a sepa- 
rate entity, and how much longer does that have to go on until it 
becomes part of the regular budget? We should assume that it is 
part of what we are going to pay. Another 2 years? 

Do you understand what I am talking about? 

Mr. England. I understand Senator. We earlier had the discus- 
sion, I comment then that this is really above my pay grade. This 
is a decision by the Appropriation Committee and the leadership of 
the Congress and the 0MB and the President to have the 
supplementals. And you can either put it in the budget or in a sup- 
plemental. 

Frankly, my view is you get much better numbers and much bet- 
ter support in the supplemental because otherwise we are today 
preparing the 2008 budget. We would literally have to “guess” 
ahead. There is this tyranny of the budget process. It takes a long 
time. 

So we are preparing the 2008 budget. We would have to look 
ahead literally several years and try to predict and literally guess 
those numbers, which be very, very hard to do that we could not 
support them at that time. 

So it is a decision as to which way to go. It could go either way. 
But frankly, my judgment is there is better numbers in the Con- 
gress with the supplemental but that is obviously a judgmental de- 
cision. 
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Senator Domenici. Just one last question that has to do with 
whether we are meeting our quota with reference to the volunteers 
signing up for our military. We had a couple of questions in here 
that I am not going to read back on. But could the Admiral or one 
of you talk to me just for a moment? I am sure it has been asked. 
But where are we? 

I read one thing in the newspaper and then I hear something 
from the military. Could we get something official from you all? 

Mr. England. Sure. The Admiral has the numbers but I can tell 
you. For the last 8 months we have met all of our recruiting goals 
for all of our services. Do you have the specific numbers there, Ad- 
miral? 

Admiral GiAMBASTiANi. I do. And Senator, what I would like to 
do you is what I am going to give you is that tally as of the end 
of January. We expect the official tally to come out for the month 
of February here within a couple of days. But all indications are 
that we have made goal in February also. That is what I under- 
stand. Those are draft remarks. 

But what I will tell you is the U.S. Army has made it, as the Sec- 
retary mentioned, for the last 8 months in a row. The Navy has 
made it for the last 11 months in a row. The Marine Corps for 16 
and the Air Force for 16. 

And obviously along with that we are at unprecedented retention 
rates across our services. Every one of them. In fact, all services 
are greater than 100 percent retention, which is pretty remarkable. 

And then on the National Guard side, the Army National Guard 
through the end of January has made it 4 months in a row and 
was at 109 percent in January. The Army Reserve has made it 5 
months in a row and was at 100 percent. The Marine Corps has 
made it 11 months in a row and was at 100 percent in January. 
The Air Force Reserve was at 100 percent and has made it 12 
months in a row. 

The only one that has missed in January was the Navy Reserve. 
And frankly, there are some goal adjustments that are going on in- 
side the Navy with regard to the Reserve, I understand. 

So that is what I can give you for official totals. And we will give 
you a roll up of that here, if you would like. 

Senator Domenici. Would you also, for the record, tell us what 
kind of bonuses and/or changes have been made in an effort to 
meet these goals, say over the last year? 

Admiral GiAMBASTiANi. Yes, sir. We will give that to you for the 
record. 


ADDITONAL INFORMATION FOR THE RECORD 

Through the continued support of the Congress, we are fortunate 
to have a wide range of incentives to offer as we aggressibely com- 
pete in a challenging recruiting environment to recruit the best and 
the brightest into our ranks and retain those that we already have. 

The Department has three primary enlistment incentives-enlist- 
ment bonuses, the Montgomery GI Bill (MGIB) College Funds 
(Kickers), and a College Loan Repayment Program. The Services, 
based on their needs, offer these incentives to encourage 
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enlistmens into critical or hard-to-fill specialities and to fill sea- 
sonal needs. 

Enlistments bonuses are cash incentives designed to induce peo- 
ple to enlist and serve in military occupations experiencing per- 
sonnel shortages. The legislative maximum for enlistment bonuses 
is $40,000 for the Active Components and $20,000 for the Reserve 
Components (based on increases enacted in NDAA ’06). Bonuses 
are generally paid for skills that are understaffed, arduous (such 
as combat arms), and those that require a high degree of techno- 
logical skills. Additionally, enlistment bonuses are used to even- 
flow the new recruits into the Service training bases by encour- 
aging entry onto active duty during traditionally difficult accession 
months. 

The Montgomery GI Bill (MGIB) and College Funds are valuable 
tools in our professional recruiter kit bags. The MGIB is offered to 
most personnel who enter the Service for the first time. Service 
members may receive up to 36 months of benefits for approved pro- 
grams of education or training. Those enrolled in the MGIB have 
their pay reduced by $100 per month for 12 months, or $1,200. 
This money is not refundable. 

The current monthly MGIB benefit for an individual serving at 
least 36 months on active duty and enrolling full-time in an ap- 
proved program in $1034 per month for up to 36 months providing 
a potential total benefit of $37,224. This rate is reduced for less 
than full-time educational enrollment and for less than a three- 
year active-duty commitment. Funding for this benefit comes from 
the Department of Veterans’ Affair budget. 

In addition to the basic MGIB benefit, the Services may offer an 
increased benefit, call a “kicker,” for enlistment in certain critical 
or hard-to-fill skills. This kicker plus the basic MGIB benefit are 
commonly referred to as the Service College Funds. The statutory 
limit for the kicker is $950 per month and is currently offered by 
the Army, Navy and Marine Corps. The Services contribute an ac- 
tuarially determined amount to the DOD Education Benefit Fund 
for each individual accessed with a college fund. 

The Reserve Components offer the MGIB Selected Reserve (SR) 
program as well. Their program is actually a recruiting and a re- 
tention incentive since it is not limited to only personnel service in 
their first term of service. The requirement for the MGIB-SR pro- 
gram is for an individual commit to a six-year term of service. The 
member is then eligible to receive an educational benefit of up to 
$292 per month for 36 months. The monthly benefit is based on 
class load and the amount is adjusted annually based on the Con- 
sumer Price Index. The cuurent maximum benefit for this program 
is $10,512. The member is not required to contribute financially to 
this program. Additionally, all of the Reserve Component Services 
are authorized to offer a kicker (discretionary, based on Service 
needs/skills requited) up to $350 per month. 

The last in the major triad of incentives legislated and offered is 
the College Loan Repayment Program (LRP). The LRP allows the 
Services to repay certain Federally guaranteed educational loans 
for enlistments in military specialties designated by the Service 
Secretary. Only loans existing prior to entrance onto active duty 
are eligible. Currently, the Army, Navy and Air Force offer LRPs. 
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The Active Army and Navy will repay loans up to $65,000, while 
the Air Force limits the LRP to $10,000. The Marine Corps does 
not use this incentive in either their active or reserve recruiting 
programs. The Reserve Components (less the US Army and Navy) 
use this program as well, however the level of repayment is less 
than that in the active programs. New recruits that enlist under 
the LRP option are ineligible for enrollment in the MGIB. 

Our retention programs are strong and successful in both in Ac- 
tive and Reserve compnents. Service men and women are staying 
in because they are proud of what they are doing in Iraq and Af- 
ghanistan and want to see it through. Here again, the Congress 
has better enabled us to keep the best of our Service members by 
enabling us to offer them first-rate bonuses that show them our 
high regard for their past and future service. These are discre- 
tionary programs, which like the enlistment bonuses, are used 
based on the needs of the individual Services. Both the Active Com- 
ponent retention bonus is $90k (increased from $60k in NDAA 06). 
The maximum allowable retention bonus for the Reserve Compo- 
nent is up to $15k (based on needs of the Service, length of reen- 
listment and number of prior reenlistment bonuses for that indi- 
vidual). Additionally, for critical job specialities (e.g. Special Forces) 
a Critical Skills Retention Bonus (CSRB) Program is provided 
where the Services may pay (based on needs, skills, etc) up to 
$200k (for the Active Component) and up to $100k (for the Reserve 
Component) over the career of the individual. 

In addition to the increased level of enlistment and reenlistment 
bonuses enacted in NDAA 06, this legislation also had other compo- 
nents, which are helping in the recruiting efforts of the Services. 
It increased the maximum age for enlistment to 42 and also au- 
thorized the Army a referral bonus program. In this program, a 
serving member of the Army will be paid $1,000 upon the success- 
ful completion of initial training for any person that he or she re- 
fers. 

The programs detailed above are vitally important to the success 
of our progessional recruiting and retention personnel across the 
Armed Forces. We are confident that with the continued support of 
the Congress on robust programs such as these, the personnel re- 
quired to successfully prosecute the War on Terrorism will be 
there. 

Mr. England. I can tell you. Senator, just for the record though, 
in this budget there is close to $2 million, $1.9 billion, for bonuses 
and incentives are included in the fiscal year 2007 budget. And we 
will give you breakdown of those specifics. 


ADDITIONAL INFORMATION FROM MR. ENGLAND 

The Department has three primary active-duty enlistment incentive-enlistment 
bonuses, the Montgomery GI Bill (MGIB) College Funds (kickers), and a Loan Re- 
payment Program. The Services offer these incentive to encourage enslitments into 
cvritical or hard-to-fill specialites. For Fiscal Year (FY) 2007, the Services have 
budgeted $431 million for these purposes. 

The National Defense Authorization Act (NDAA) for FY 2006 raised the limit that 
may be paid to a ne^w recruit for an enlistment bonus from $20,000 to $40,000. The 
Army and Navy are using this increased authority to target those especially difficult 
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skills formerly contrained by the $20,000 limit. The NDAA also authorized the Army 
to provide a $1,000 referral bonus to Soldiers who refer an applicant for enlistment. 
The Army alreadly has over 1,000 leads from referrals and sees this new program 
growing daily. 

Thanks to Congressional support, most bonus authorities for Reserve componenets 
have been increased over the past year in an effort to bolster our recruiting efforts, 
and the components are using these increased bonuses and incentives to recruit 
quality Service members. In the education benefits arena the basic MGIB allowance 
received its annual increase, now at $297/month, and the new chapter 1607 benefits 
for Reservists who were mobilized are being implemented-significantly increasing 
the education benefit allowance. In the area of recruiting incentives. Reserve compo- 
nent enlistment and affiliation bonuses more than doubled to $20,000 for six year 
contracts, and prior service enlistment bonuses also increased to $15,000 for six year 
contracts. Additionally, in an effort to resolve some junior grade officer shortages, 
the officer accession bonus was increased to $10,000. To help ensure that we retain 
these quality members, reenlisment bonuses have been increased to $15,000 for a 
six year commitment. Also, the critical skills retention bonus was expanded to in- 
clude Reserve component members with skills that are critically short. This ex- 
panded authority allows us to pay up to $100,000 over the course of the Reservist’s 
career. These benefits, along with innovative programs, are proving to be extremely 
helpful in turning around Reserve component recruiting in a difficult environment. 


Senator Domenici. Thank you very much. Thank you, Mr. Chair- 
man. 

Chairman Gregg. Thank you. 

Do you have a projection for how many troops will be in Iraq 
over the next 12 months? 

Admiral GiAMBASTiANi. I guess the way I would answer that is 
that it is condition based as we continue to stand up the Iraqi secu- 
rity forces. And by Iraqi security forces I mean both Iraqi army and 
Iraqi police forces, since the Defense Department is now running 
the police training for the last 3 months or so. 

The numbers are about 232,000 I believe today, Iraqi security 
forces. And those numbers are going up substantially. And as they 
come up and continue to take over battle space, which has been 
happening routinely. Just a month ago the Iraqis took over about 
the size of Kentucky where they have the lead. 

Just to give you an idea, yesterday morning I was on a video 
teleconference with General Casey and General Chiarelli. This was 
the Secretary of Defense, the Chairman and myself. And we were 
getting a briefing from him. General Chiarelli has now been in the- 
ater for about 6 weeks. He had left for a year, had served as the 
Baghdad area U.S. Commander and came back. 

And when he left there were only three Iraqi security force bat- 
talions, Iraqi army battalions that actually owned battle space. 
Today the number is well over 40 and going up very rapidly. 

So from his perspective how those forces are growing is substan- 
tial. I just remind you that we also have two less brigade combat 
teams right now than we did 6 months ago. One of them is in Ku- 
wait on what we call a prepared to deploy order if we need it, but 
it is a reserve. This is significant. And we fully expect that as the 
political situation continues to mature hopefully within Iraq, and 
as the security forces continue to build. General Chiarelli felt very, 
very pleased at the performance of the Iraqi army in particular be- 
cause of their very good performance security-wise here as a result 
of the destruction of the Golden Dome up in Samarra. 

So what I am saying to you sir is it is condition-based but the 
Iraqi forces are making great progress. They have accelerated their 
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fielding. And they are performing exceptionally well based on our 
experience. But again, it is condition based. 

Chairman Gregg. That being the case, it sounds like you are 
saying you are not going to be adding more force? 

Admiral GiAMBASTiANi. I do not expect us to add forces. But of 
course when we have elections, when we have parliamentary 
things, as certain things come up we do get requests from the com- 
manders on the ground and we will move forces, for example, from 
Kuwait into Iraq or somewhere else. 

Chairman Gregg. Assuming that we are not adding more force, 
and assuming that there is a chance we may be drawing down 
force, is it safe for us to assume that the average cost over the last 
4 years would be a number that might be a reasonable number for 
the next supplemental year, next year’s supplementals? 

Admiral GiAMBASTiANi. I cannot estimate the costs. What I am 
telling you is that from a security force standpoint, dealing with 
the numbers. 

Chairman Gregg. What I am saying is we have historical cost 
for maintaining this level of force, which hopefully we will actually 
be drawing down as we stand up force. That historical cost appears 
to be about $90 billion supplemental request. 

Is it reasonable to assume that that is what the supplemental 
will be next year? Or in that range, assuming historical factors? 

Mr. England. Senator, I think obviously if you assume historical 
factors you come out with that number. The unknowns are a lot of 
what is in the supplemental is also the repair and replacement, the 
resetting of the force. And until we actually complete this activity, 
we do not know what that end cost is for resetting and the repair 
of the equipment. 

So there is this unknown that is always out there in terms of 

Chairman Gregg. I accept the fact that there is an unknown. 
But I also accept the fact that zero is the wrong number, which 
was the number you sent up last year. So we put $50 billion in. 
And it appears to be the wrong number. 

And so I am trying to figure out what is a number that, assum- 
ing all of these unknowns, is still a reasonable number within the 
context of the history of the costs. And it seems to me that $90 bil- 
lion is probably a number that is somewhere in the ballpark, it is 
lower than last year or this year and higher than the prior years. 
Just a thought. 

In any event, we have to address it. If we do not get guidance 
from you, we still have to address it. So I am just trying to get a 
sense. 

Admiral GiAMBASTiANi. Chairman Gregg, if I could just mention 
one thing. We send over every 90 days, as required by Congress, 
a report to Congress on the stability and security in Iraq. There is 
an unclassified section which is called Measuring Security and Sta- 
bility. And then there is a classified supplement that specifically 
talks about the Iraqi security forces and makes some projections. 

Deputy Secretary England has signed out that document here 
just on the 17th of February. And we sent it over. We presented 
it to all four of the Armed Services and Defense Appropriations 
Committees, in addition to the Intelligence Committees of the 
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House and the Senate. And in there it talks about some projections 
of where we see the Iraqi security forces being. 

So that happens to be only one component of it, but you will see 
that it talks about the projections that we are giving and the build- 
up from where we are today of 232,000 forces to a number that is 
substantially larger than that. 

Chairman Gregg. Which is obviously very good news. 

Admiral GiAMBASTiANi. Yes, sir. 

Chairman Gregg. We certainly hope that you accomplish that. 
And one presumes that leads to lower troop levels on our part. 

Admiral GlAMBASTlANl. Yes, sir. And that is what I am trying to 
pass on, sir. 

Chairman Gregg. I am trying to say that we have reached the 
high water mark. So we ought to be able to pick an average of the 
high water mark, which are the last 4 years, and be fairly close to 
where you hopefully will be next year. 

Senator Conrad. 

Senator Conrad. I just want to associate myself with the re- 
marks of the Chairman and the remarks of the former chairman. 
Senator Domenici. 

I think we have been engaged in a fiction on budgeting. When 
you talk about Congress doing the $50 billion last year, that was 
in response to the Administration saying nothing. They said you do 
not need to add any money. At least that was what was in their 
budget. 

So the frustration that you are witnessing here is there is a feel- 
ing here that we have not been quite leveled with on what the 
costs are and what they are going to be. And there is a lot of rea- 
son for us to feel that way. 

Let me just ask a final question, if I can. This is what we are 
spending on fighters, $11.1 billion, long-range bombers $740 mil- 
lion. And in that context, the proposal in the budget is to retire 20 
percent of our bomber fleet, to reduce the number of B-52s from 
93 to 56 when we are a decade away from the next generation of 
long-range strike planes being available. I just want to say to you 
it strikes some of us as unwise to reduce the bomber fleet that dra- 
matically. 

These B-52s, as was part of your own testimony here this morn- 
ing, have extraordinary capability. I think. Secretary England, you 
referenced that one B-52 can carry enough armament to take out 
90 targets. 

I found it surprises constituents when they find out we only have 
93 B-52s in the active inventory. We have one more that is at 
NASA, for a total of 94. And they are talking about going to 56, 
when we are more than 10 years away from the next generation 
of long-range bomber being available. 

So I just want to send that message, that some of us are not 
going to be supportive of that kind of dramatic drawdown of the B- 
52 force without some replacement in our sights. 

With that I want to again thank the witnesses. I want to thank 
you. Secretary England. Thank you for your service to the Nation. 

I certainly want to thank the Admiral, as well. I very much ap- 
preciate it. I did not have the chance, I told you my wife is Italian. 
I did not tell you, she is one of those people that ran away from 
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home and joined the Navy and had a great career and is enor- 
mously proud of serving in the United States Navy, and also very 
proud of her Italian heritage. 

Admiral GiAMBASTiANi. I am proud of her being Navy and I am 
glad to see that I was as smart as she was. 

Senator Conrad. And to Ms. Jonas, as well, we have high regard 
for your professionalism. 

Mr. England. Can I take just 30 seconds on the homher issue? 

Senator Conrad. Certainly, absolutely. 

Mr. England. This is an issue that I think we agreed on, in 
terms of the importance of bombers. As a matter of fact, we said 
we need to start working on the next generation bomber, which is 
in the QDR. So that was one of the efforts of the QDR. And we 
have money in the budget to do that, by the way, to actually start 
the next bomber. 

The B-52s are literally venerable old work horses and they have 
been upgraded and they do a wonderful job. But some of the B- 
52s are not venerable work horses. They are worn out old work 
horses and they are really not of value to us and they are past the 
point of being useful. 

So this was really an effort to the very best 

Senator Conrad. Can I stop you on that point? Because I do not 
think that is true. We have — Minot Air Force Base in North Da- 
kota is home to the Attrition Reserve. Those planes, to my knowl- 
edge, have all been upgraded. All of the planes have been treated 
the same, even though some are in the Attrition Reserve. All of 
them have had been given upgrades. 

Is that not correct? 

Mr. England. Senator, I will get back with you. My under- 
standing though, as I recall the discussion, and the Admiral may 
recall some of this, I believe there is 18 that do not fly at all. 

Senator Conrad. No, I will tell you, that is bad information. We 
have talked about bad information here. All of the planes are 
flown. All of the planes have been upgraded. 

That is alarming to me when you say these things that I know 
are not right. Those planes have been upgraded. Those planes fly. 
And we have been very careful to do that. This Committee has 
been very aggressive to make certain that was done. 

Mr. England. The Admiral is about to correct me on this sub- 
ject, sir. 

Admiral ClAMBASTlANl. I normally do not correct my boss 

Mr. England. Please do. 

Admiral GlAMBASTlANi [continuing]. But in this case I will pub- 
licly help him out here. 

We understand completely what you have said. They are called 
Attrition Reserve aircraft because we do not normally have them 
in a line unit. But obviously, as you well know, we take those Attri- 
tion Reserve aircraft, we have upgraded them. We have put them 
in a line unit for a short period of time, flown them, make sure 
they are upgraded. 

The reason is that if you do not do that, you cannot have them 
ready for service if you need them. 

We have looked at the bomber force. We all, most of us within 
the Defense Department, at least for example me as the Vice 
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Chairman and I will speak for myself, are a very strong proponent 
of the bomher force. I think I am the only Navy admiral I know 
of that has actually flown a two-and-a-half hour mission in a B- 
2, for example. 

What I would tell you as that in the beginning in Afghanistan, 
we had Air Force bombers and Navy tactical aviation off of car- 
riers. We did not really have other things flying, other then of 
course tankers and AW ACS and all of those big aircraft that we 
are flying which were so important to our effort. 

But the Secretary is dead on. There is a very strong commitment 
to a follow-on bomber force. And in the next President’s budget and 
in our future year defense program that we will present after this 
year of deliberation, you will see more on this bomber force and 
where we are going. We will put lots more granularity into it. 

Senator Conrad. I appreciate that. 

I just am concerned about the bathtub effect that is being created 
here. I think it is unwise in terms of the national security. And this 
will be something Congress will want to review. 

Admiral GiAMBASTiANi. Yes, sir. 

Chairman Gregg. Again, I want to join my colleagues in thank- 
ing you for your service. Thank you for taking the time to come up 
and testify before the Committee. It is very useful for us, obviously, 
and we appreciate all that you do. But we especially appreciate all 
that the men and women who are on the front lines in this war 
are doing. 

Mr. England. Mr. Chairman, thank you very much. Mr. Conrad, 
thank you. It is a pleasure being with you today. Thank you very 
much, sir. 

Chairman Gregg. The hearing is adjourned. 

[Whereupon, at 11:54 a.m., the committee was adjourned.] 

PREPARED STATEMENTS 
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Statement of Michael B. Enzf 

Senate Budget Committee Hearing: 

The President’s Fiscal Year 2007 Budget Proposal 
March 2, 2006 

I would like to thank the Honorable Gordon England, Deputy Secretary, 
Department of Defense, and Admiral Edmund P. Giambastiani, Jr., Vice 
Chairman, Joint Chiefs of Staff, Department of Defense, for testifying today 
before the Senate Budget Committee. I am looking forward to hearing your 
views on the President’s budget proposals for the Department of Defense. 

Last month, President Bush laid out a budget proposal that encourages fiscal 
discipline and restraint. However, the President also included a 7 percent 
increase for the Department of Defense. I am strongly supportive of ensuring 
that Congress provides the financial support necessary to fight the ongoing war 
on terror. As you know, the Department of Defense represents over half of ail 
discretionary spending in the budget. Like all federal agencies, it is important for 
the Budget Committee to utilize our oversight to ensure that the Department of 
Defense is using their funding in an appropriate manner. Coming before the 
Committee today is a step in the right direction and I appreciate your willingness 
to testify. 

This year’s budget proposal came to Congress along with a Quadrennial 
Defense Review (QDR) examining the future of our national defense for the next 
twenty years. I support this review process and believe we must continue to look 
forward to the threats and needs of our nation. I am especially interested in 
proposals related to our land-based nuclear program and the future follow-on 
mission for the Minuteman III missiles. This is an important program for our 
national security and I strongly encourage the Department of Defense to continue 
to plan for the future in this area. 

One issue I am concerned about is the continued use of supplemental requests 
for additional funding. However, I am pleased that the President Bush 
considered the most recent supplemental request when he submitted his Fiscal 
Year 2007 budget proposal last month. 

The continued use of supplemental requests simply reinforces my support for 
pre-funding within the budget. If we include a line item in the budget to put aside 
funds for the inevitable "emergency’’, the use of supplementals for natural 
disaster recovery as well as defense spending would go down. The concept of 
pre-funding is not a new proposal. This is the same theory that the average 
American uses when they set money aside for future expenses such as home 
repairs or their child’s education. Congress continually supports and encourages 
people to save money. However, we do not adopt the same concept within our 
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own budget. The American people know that it is wise to be prepared for the 
future and the federal budget should reflect this same idea. 

Thank you again for being with us today and I look forward to your testimony. 



521 


Answers to Questions submitted from Senator Ron Wyden by Mr. Gordon England 


The President’s Fiscal Year 2007 Budget Proposal 

Question #1 

A Pentagon audit identified $263 million in unjustified charges from Kellogg, 
Brown and Root (KRB) as part of its bill for a no-bid contract to deliver fuel in Iraq. 
However, the Army recently announced that it is going to pay almost all of these 
excessive charges. 

The Army says that they have to pay these disputed charges because they fall 
within the terms of the contract. When $253 million worth of questionable and un- 
supported charges are still technically within the bounds of a contract, it indicates 
to me that the Army isn’t reading the fine print before signing contracts. 

Is the Pentagon instituting any reforms to ensure that this kind of sweetheart 
contract doesn’t happen again? 

Answer 

The RIO I contract was a cost plus award fee contract of the type described in 
FAR 16.405-2. Under the contract, the contractor’s costs are reimbursed and the 
contractor earns a 2% base fee and an award fee, which can range from 0 to 5%. 
The award fee is not a “performance bonus” but is an earned fee based on criteria 
set out in the award fee plan in the contract. 

No unsupported costs were paid. The contractor either provided support for costs 
or withdrew the costs from the proposal. The contracting officer found most ques- 
tioned costs, which KBRS actually had incurred in executing the mission, should be 
reimbursed. However, he excluded just over half of those costs from the amount 
used to calculate the award fees paid to KBRS; refused to reimburse some $3.8 
milion in costs; and did not pay a claim for $5.4m in interest. In addition, he ex- 
cluded the entire amount of the $28. 5m claim submitted on Task Order 4 from the 
amount used to calculate the base and the award fees. 

The award fee determining official also considered the issues identified in the 
DCAA audits in making his fee determinations. The results was that KBRS also 
earned a lower percentage of the available pool. Award fees ranged from 4% to 68% 
of the meiximum 5% award fee. All fees were awarded in accordance with the award 
fee plan set out in the contract, which placed more emphasis on timely mission ac- 
complishment than on cost control and paperwork. 
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